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OVERSIGHT  OF  THE  FDIC:  ARE  INVESTORS 
CASHING  IN  ON  FDIC  MISMANAGEMENT? 


TUESDAY,  NOVEMBER  9,  1993 

U.S.  Senate, 
Subcommittee  on  Oversight  of  Government 
Management,  Committee  on  Governmental  Affairs, 

Washington,  DC. 
The  Subcommittee  met,  pursuant  to  notice,  at  2:09  p.m.,  in  room 
SD-342,  Dirksen  Senate  Office  Building,  Hon.  Carl  Levin,  Chair- 
man of  the  Subcommittee,  presiding. 
Present:  Senators  Levin,  Cohen  and  Cochran. 
Staff  present:  Linda  J.  Gustitus,  Staff  Director  and  Chief  Coun- 
sel; Elise  J.  Bean,  Counsel;  Frankie  de  Vergie,  Chief  Clerk;  Paul 
Brubaker,  Minority  Staff  Director;  Melissa  Greer  Solomon,  Profes- 
sional Staff  Member;  and  Peter  Wade,  Minority  Detailee  from  the 
General  Accounting  Office. 

OPENING  STATEMENT  OF  SENATOR  LEVIN 

Senator  Levin.  Good  afternoon,  everybody. 

This  is  going  to  be  an  unusual  hearing.  The  subject  matter  is  in- 
credibly important  to  our  Nation  and  our  communities.  I  want  to 
thank  Senator  Cohen  for  his  initiative  in  bringing  this  to  the  atten- 
tion of  the  Congress  and  to  the  Nation. 

It  is  a  very  important  subject.  The  challenge  this  afternoon  is  not 
only  to  work  through  it  with  a  number  of  panels,  but  to  work 
through  it  with  a  number  of  rollcall  votes  which  have  been  sched- 
uled back-to-back  in  the  United  States  Senate  this  afternoon,  four 
rollcall  votes  to  begin  with,  starting  at  2:15. 

So  you  are  going  to  be  seeing  Senator  Cohen  and  me  jumping  up 
and  down  at  various  times,  and  we  are  going  to  try  to  work  it  the 
best  we  can,  so  that  there  are  as  few  interruptions  as  possible,  but 
there  are  necessarily  going  to  be  some  interruptions  in  the  hearing 
this  afternoon.  For  that  we  apologize,  although  it  is  beyond  our 
control. 

Since  1980,  almost  1,500  banks  in  the  United  States  have  failed. 
In  1989  alone,  over  200  banks  closed  their  doors,  leaving  deposi- 
tors, borrowers  and  entire  communities  at  risk.  In  terms  of  bank 
failures,  the  1980s  were  the  worst  period  in  banking  history  since 
the  Great  Depression. 

We  learned  some  lessons  from  the  Great  Depression,  luckily,  and, 
among  other  actions,  created  the  Federal  Deposit  Insurance  Cor- 

E oration.  The  FDIC's  primary  mission  is  to  insure  the  safety  of 
ank  deposits  up  to  $100,000.  And  despite  record  bank  failures 
during  the  past  10  years,  the  FDIC  has  achieved  that  mission— the 
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vast  majority  of  depositors  have  received  their  money,  the  FDIC 
has  largely  avoided  using  Federal  tax  dollars,  and  public  confidence 
in  the  banking  system  has  been  maintained.  That  is  the  good  news. 

The  bad  news  is  that  new  problems  have  arisen,  centering  on  not 
only  how  the  FDIC  protects  bank  depositors,  but  how  it  manages 
loans  that  it  takes  over  and  how  it  treats  people  who  took  out  those 
loans  to  finance  their  homes  or  their  businesses. 

We  are  going  to  hear  testimony  about  how  the  FDIC's  manage- 
ment operates,  how  they  manage  loans  that  they  take  over — the 
personal  lives  which  have  been  disrupted,  the  communities  that 
have  been  injured  and  the  money  that  has  been  lost  for  the  Bank 
Insurance  Fund,  because  of  mismanagement. 

We  are  going  to  hear  how  long  it  takes  the  FDIC  to  make  a  deci- 
sion on  a  loan  that  they  take  over  from  a  failed  bank,  because  its 
loan  officers  have  relatively  little  authority  to  negotiate  settle- 
ments, and  there  are  too  few  decision-makers.  We  will  hear  about 
how  the  left  hand  sometimes  does  not  know  what  the  right  hand 
is  doing,  as  the  same  loans  are  sold  to  more  than  one  purchaser. 

We  will  hear  about  how  the  FDIC's  contracting  procedures  are 
overloaded  with  red  tape  and  can  result  in  overpriced,  poor  quality 
services,  and  how  in  too  many  cases  the  FDIC  marketing  and  sales 
procedures  are  slow,  inefficient  and  ineffective. 

One  problem  that  I  am  particularly  concerned  about  is  how  the 
FDIC's  basic  recordkeeping  and  internal  control  procedures  hinder 
its  liquidation  efforts.  The  Subcommittee  has  been  told  that  the 
automated  records  system  for  liquidations  is  so  complex  and  poorly 
designed,  that  it  makes  tracking  loans  difficult  and  time  consum- 
ing. 

For  example,  the  current  system  is  so  ill-equipped  to  handle  ad- 
justable rate  loans,  that  each  new  rate  change  necessitates  hours 
of  data  entry,  with  much  of  the  loan's  payment  history  at  risk  of 
being  lost.  Error  rates  of  25  percent  or  more  in  asset  data  have 
been  found,  resulting  in  a  system  that  is  perceived  by  the  FDIC's 
own  employees  to  be  inaccurate,  incomplete  and  unreliable. 

And  while  the  FDIC  admits  that  these  problems  exist — on  a  sys- 
tem that  it  has  been  using  for  more  than  10  years — it  has  yet  to 
define  its  information  needs  or  determine  whether  a  new  system 
should  be  purchased.  Solutions  are  still  years  away. 

Some  of  the  problems  that  we  will  hear  about  today  may  be  in- 
herent in  the  FDIC's  mission.  It  is  not  a  lender  and  has  no  man- 
date to  extend  financing  to  even  credit-worthy  individuals.  But 
many  of  the  problems  with  the  FDIC's  liquidation  practices  are 
those  that  can  and  should  be  repaired,  from  unnecessary  red  tape 
to  inadequate  computer  systems  to  insensitive  policies. 

And  that  is  where  I  hope  we  can  make  a  contribution  today.  That 
is  why  Senator  Cohen  has  taken  the  leadership  role  in  bringing 
these  problems  to  our  attention,  again  to  the  Congress'  attention 
and,  most  important,  to  the  Nation's  attention.  Again,  Senator 
Cohen  is  leading  on  an  issue  which  is  extremely  relevant,  very  im- 
portant, and  we  appreciate  the  leadership  which  he  has  displayed 
in  this  and  so  many  other  areas. 

Senator  Cohen? 


OPENING  STATEMENT  OF  SENATOR  COHEN 

Senator  COHEN.  Thank  you  very  much,  Mr.  Chairman,  particu- 
larly for  your  very  generous  remarks. 

I  first  want  to  thank  you  for  agreeing  to  schedule  this  hearing, 
as  we  are  winding  down  toward  the  end  of  this  session.  I  know  this 
creates  a  bit  of  a  problem  for  the  Committee  in  arranging  for  this 
hearing,  and  I  thank  you  for  agreeing  to  hold  this  hearing. 

I  would  like  to  add  to  your  own  comments  about  the  FDIC.  I 
think  in  growing  up  in  Maine,  me  and  my  entire  family  used  to 
look  at  those  letters  on  a  bank  and  we  felt  pretty  secure  about  the 
FDIC's  letter  of  approval,  knowing  that  the  family  savings  were 
safe,  and  we  took  great  comfort  in  that. 

But  I  think  today's  hearing  is  going  to  shatter  that  comfort. 
Based  on  the  evidence  collected  by  the  Subcommittee,  the  letters 
FDIC  more  readily  describe  the  frustration,  delay,  incompetence 
and  coercion  that  has  resulted  in  unnecessary  suffering  by  borrow- 
ers and  enormous  waste  that  the  FDIC  has  created  by  overpaying 
for  goods  and  services,  and  selling  billions  of  dollars  in  loans  and 
real  estate  for  a  fraction  of  their  actual  worth. 

Scripps-Howard  News  Service  recently  published  a  series  of  arti- 
cles on  the  abuses  of  the  FDIC.  The  authors,  Andrew  Schneider 
and  Peter  Brown,  summed  up  the  FDIC's  recent  activities,  when 
they  reported  "that  the  FDIC  has  seized  the  homes  of  small  busi- 
nesses of  citizens  who  never  missed  a  payment  on  their  loan.  It  has 
siphoned  the  life  savings  of  thousands  more  by  forcing  them  to 
fight  costly  legal  battles  against  their  own  government,  it  has  de- 
molished the  lives  of  people  who  have  learned  too  late  that  paying 
their  mortgage  or  loan  on  time  was  no  guarantee  that  government 
can't  force  them  off  their  property.  The  FDIC's  transformation  from 
rogue  regulator  has  mostly  gone  undetected,  except  by  those  whose 
lives  it  has  scuttled." 

These  stories  also  reported  that  the  FDIC  has  demanded  full 
payment  or  liquidation  of  thousands  of  loans  belonging  to  people 
who  never  missed  a  payment,  lost  hundreds  of  millions  of  dollars 
by  selling  its  loans  and  property  for  dimes  on  the  dollar  to  inves- 
tors who  promptly  resold  them  for  three  and  four  times  that 
amount,  has  erected  a  maze  of  legal  and  bureaucratic  roadblocks 
which  often  force  innocent  owners  to  surrender  their  property,  has 
been  chronically  unrelenting,  uncompromising  and  unmerciful  in 
dealing  with  borrowers  whose  loans  have  been  called. 

Well,  those  are  the  findings  of  one  news  service.  I  believe  they 
have  done  rather  prodigious  work  in  uncovering  the  nature  of  the 
problem.  But  the  Subcommittee  conducted  its  own  investigation 
and  confirmed  a  number  of  the  problems  Scripps-Howard  uncov- 
ered. 

I  see  someone  shaking  his  head  in  the  audience  in  disbelief.  Let 
me  assure  this  audience  that  I  have  had  personal  first-hand  experi- 
ence with  the  way  in  which  borrowers  dealing  with  the  FDIC  were 
treated  in  Maine  by  RECOLL  Management  Corporation,  the 
FDIC's  contract  agency  in  my  own  State.  The  havoc,  the  hardship 
and  the  heartache  that  I  saw  the  FDIC  and  RECOLL  inflict  on  peo- 
ple for  little  reason  at  all  is  enormous. 

I  was  told  at  the  hearings  that  Senator  Kerry  of  Massachusetts 
and  I  held  in  Portland,  Maine,  and  also  in  Boston,  Massachusetts, 


that  the  pattern  of  mistreatment  was  unique,  it  was  simply  con- 
fined to  New  England.  We  have  found  that  is  not  the  case,  it  is  not 
unique,  and  that  is  why  I  am  going  to  take  the  next  several  mo- 
ments to  outline  in  some  detail  the  nature  of  the  complaints  that 
are  widespread.  These  complaints  go  from  coast  to  coast.  They  are 
not  unique  to  Maine  or  to  Massachusetts,  but  I  think  reflective  of 
a  far  deeper,  more  pervasive  problem. 

The  Subcommittee  conducted  its  own  investigation,  and  the  re- 
sults are  quite  shocking.  The  witnesses  today  are  going  to  describe 
abuses,  incompetence,  mismanagement,  and  examples  of  gross  inef- 
ficiencies in  the  FDIC  bureaucracy.  For  example,  a  statement  pro- 
vided to  the  Subcommittee  describes  how  in  one  case  it  took  3 
weeks  for  the  FDIC  to  purchase  $9  door  locks  for  a  home  it  had 
acquired  through  a  foreclosure,  and  when  the  locks  were  finally  ap- 
proved, vandals  had  seen  to  it  that  there  were  no  doors  left  to  put 
the  locks  on.  They  had  completely  vandalized  the  house  and  it  cost 
$30,000  just  to  repair  the  damage. 

In  addition  to  the  FDIC's  display  of  what  I  would  call  arrogance 
and  indifference,  the  GAO  has  reported  that  the  information  the 
FDIC  relies  upon  to  make  decisions  is  inaccurate  and  unreliable. 
In  fact,  according  to  the  GAO,  the  FDIC  information  is  so  deficient, 
it  often  does  not  know  what  is  in  the  loan  package  itself.  A  witness 
at  today's  hearing,  Doug  Hess,  a  private  investor,  is  going  to  de- 
scribe events  that  serve  as  an  example  of  FDIC's  poor  information 
and  general  laxity. 

The  FDIC  sold  Doug  Hess  about  $18  million  worth  of  loans,  a 
number  of  which  had  already  been  paid  off"  or  were  not  what  the 
FDIC  originally  represented.  When  Mr.  Hess  tried  to  return  the 
misrepresented  loans,  which  he  was  legally  entitled  to  do,  the 
FDIC  refused  to  take  them  back.  After  Mr.  Hess  complained  to  the 
Chairman  of  the  FDIC,  to  a  number  of  Senators  and  the  GAO,  the 
FDIC  finally  relented  and  informed  Hess  they  were  going  to  com- 
pensate him  for  the  loans. 

Mr.  Hess  realized  the  FDIC  was  about  to  pay  him  more  than 
twice  what  he  originally  paid  for  some  of  the  loans,  and  when  he 
tried  to  inform  the  FDIC  they  were  paying  more  than  he  originally 
paid  for  the  loans,  the  FDIC  informed  Mr.  Hess  it  did  not  make 
a  mistake  and  overpaid  him. 

I  think  this  example  demonstrates  the  FDIC's  do-no-wrong  atti- 
tude that  is  costing  the  taxpayers  millions  of  dollars.  At  a  time 
when  the  public's  confidence  in  its  government  is  at  an  all-time 
low,  taxpayers  will  become  further  enraged,  when  they  hear  how 
the  FDIC  contracted  to  pay  $315  to  cut  a  lawn  the  size  of  a  basket- 
ball court.  I  am  told  they  only  paid  $200,  notwithstanding  having 
contracted  for  $315.  That  $200  figure  seems  to  be  the  going  price 
for  services  in  California. 

In  any  event,  the  sold  a  mortgage  worth  $96,000  for  $1,700,  or 
gave  away  $1.1  million  by  failing  to  cooperate  with  a  borrower. 

Testimony  is  also  going  to  describe  how  the  FDIC  failed  to  collect 
millions  in  mortgage  payments  and  rents  from  tenants  in  fore- 
closed buildings  which  have  been  entrusted  to  its  care,  and  loses 
millions  of  dollars  by  selling  homes,  condominiums  and  radio  sta- 
tions for  a  fraction  of  their  value.  And  contrary  to  what  the  FDIC 
believes,  I  again  repeat,  these  are  not  isolated  incidents,  but  I 


think  they  are  symptoms  of  systemic  management  problems  which 
have  to  be  corrected. 

There  are  other  examples,  I  think  there  are  too  many  to  enumer- 
ate in  full  here,  but  let  me  give  you  a  few. 

The  recent  Scripps-Howard  series  reported  that  in  1992  alone, 
FDIC  paid  more  than  $35,000  to  house  and  feed  each  of  130  em- 
ployees that  staffed  a  temporary  office  in  Chatsworth,  California, 
about  60  miles  from  the  home  office  in  Irvine.  According  to  the  re- 
port, the  FDIC  had  no  justification  for  spending  some  $4  million  to 
conduct  work  which  could  have  just  as  easily  been  performed  at  the 
Irvine  office,  again  another  example  I  think  of  mismanagement. 

The  FDIC's  attitude  extends  to  how  it  treats  borrowers  from 
failed  banks.  No  one  disputes  that  certain  banks  failed  because 
they  made  bad  loans,  and,  clearly,  bad  loans  have  to  be  liquidated. 
Further,  I  think  it  would  be  foolish  for  the  FDIC  to  take  a  loss, 
when  the  borrower  is  fully  capable  of  paying  off  the  entire  debt. 

However,  many  of  the  borrowers  the  FDIC  deals  with  are  hard- 
working, honest  people  who  want  to  pay  their  bills.  They  are  sim- 
ply not  capable  of  raising  the  cash  to  pay  off  the  entire  outstanding 
balance,  and  there  are  few  people  in  this  country  who  could.  These 
borrowers  desperately  want  to  reach  settlement  with  the  FDIC 
and,  yet,  the  only  response  they  get  from  the  FDIC  are  threats  and 
delays.  Many  of  these  borrowers  rightfully  want  to  know  why  their 
government  is  putting  them  through  this  ordeal,  when  the  only  sin 
they  committed  was  doing  business  with  a  bank  that  failed  through 
no  fault  of  their  own. 

Unfortunately,  failing  to  reach  settlements  and  dragging  out  ne- 
gotiations seems  to  be  the  rule,  rather  than  the  exception.  In 
Maine,  the  FDIC  has  dragged  out  many  negotiations  for  more  than 
2  years.  In  a  number  of  other  cases  from  across  the  country,  bor- 
rowers who  have  potentially  viable  loans  can  do  nothing  but  sit  and 
wait  sometimes  as  long  as  5  or  6  years,  while  the  FDIC's  indecision 
worsens  the  borrower's  financial  condition  in  some  cases  to  a  point 
where  recovery  is  simply  impossible. 

While  the  FDIC's  treatment  of  borrowers  is  disgraceful,  and  the 
FDIC  only  pours  salt  in  the  wounds,  when  it  sells  real  estate  for 
a  fraction  of  its  worth.  Investors  are  becoming  wealthy  from  FDIC's 
ignorance  of,  or  indifference  to,  what  it  has,  what  it  is  selling,  and 
its  inability  to  reach  settlements  or  negotiate  with  borrowers.  Ac- 
cording to  Scripps-Howard,  a  Denver  investor  purchased  a  $98,000 
non-performing  mortgage  for  $1,700.  When  he  contacted  the  debtor, 
the  debtor  quickly  paid  over  $96,000.  This  is  money  that  could 
have  and  should  have  gone  to  the  FDIC. 

The  Scripps-Howard  stories  illustrate  just  how  lucrative  buying 
FDIC  loans  can  be.  The  reporters  collected  data  from  13  investors 
who,  over  the  past  4  years,  purchased  more  than  5,600  loans  from 
the  FDIC.  The  investors  paid  the  FDIC  an  average  of  31  cents  on 
the  dollar  and  they  sold  the  same  property  and  loans  for  an  aver- 
age of  88  cents  on  the  dollar,  which  represents  about  a  300  percent 
profit. 

The  problems  which  I  have  outlined  here  today  I  think  are  wide- 
spread. And  while  Congress  can  prescribe  legislative  fixes  and  rec- 
ommend policy  changes,  I  believe  the  FDIC  could  benefit  most  by 


changing  the  culture  of  arrogance  and  neglect  that  causes  these 
problems. 

Whether  it  is  dealing  with  borrowers  or  selling  loans  and  real 
state,  the  FDIC  feels  it  has,  as  Maine's  Chief  Federal  Judge  Gene 
Carter  described  it,  a  "self-perceived  holiness."  The  evidence  also 
suggests  that  the  FDIC  is  an  agency  that  has  run  amok  and  has 
an  institutional  disinterest  in  change. 

In  March  of  this  year,  Judge  Carter— whom  I  would  describe  as 
one  of  the  premier  trial  judges  of  this  country — issued  an  order  re- 
lating to  14  cases  the  FDIC  had  in  his  court,  in  which  he  described 
the  FDIC's  litigating  style  as  "confused,  obstructionist,  inept  and 
uncooperative." 

I  will  put  the  full  cite  of  his  comments  in  the  record,  because 
they  are  not  only  reflective  of  one  judge's  opinion,  there  are  at  least 
half  a  dozen  judges  who  say  almost  precisely  the  same  thing.  So 
I  draw  parallels  in  the  FDIC's  behavior  in  Judge  Carter's  court  and 
the  behavior  it  demonstrates  in  negotiations  with  borrowers  and  in 
the  management  and  disposal  of  assets.  I  think  it  is  clear  that  the 
FDIC  has  to  change. 

As  the  Subcommittee  prepared  for  this  hearing,  additional  alle- 
gations have  been  raised  which  detail  specific  cases  of  preferential 
treatment  in  awarding  contracts,  conflicts  of  interest  and  employ- 
ees exploiting  the  FDIC's  lack  of  security  and  accountability. 

I  think  these  allegations  merit  additional  investigation,  but  I  also 
think  it  would  be  inappropriate  for  us  to  offer  specifics  on  these 
cases  until  the  Subcommittee  has  completed  additional  research. 
But  based  on  the  information  that  will  be  presented  today,  I  be- 
lieve that  the  burden  of  proof  to  be  carried  by  the  critics  of  the 
FDIC  may  not  prove  to  be  overwhelmingly  heavy. 

I  am  going  to  request  the  Chairman,  when  he  returns  to  enter- 
tain requests  for  additional  hearings,  once  this  investigation  into 
the  additional  allegations  is  complete. 

Prepared  Statement  of  Senator  Cohen 

Mr.  Chairman,  I  want  to  thank  you  for  agreeing  to  hold  this  hearing  today  to  ex- 
amine mismanagement  at  the  Federal  Deposit  Insurance  Corporation  (FDIC). 

Growing  up  in  Maine,  I  remember  seeing  the  letters  F-D-I-C  on  the  door  of  our 
local  bank.  Like  many  Americans,  my  family  and  I  knew  that  these  letters  meant 
that  our  hard  earned  deposits  would  be  safeguarded  in  the  event  of  a  bank  failure. 
We  all  took  a  certain  degree  of  comfort  from  seeing  those  letters. 

Today's  hearing  will  shatter  this  comfort.  Based  on  the  evidence  collected  by  the 
Subcommittee,  F-D-I-C  more  readily  describes  the  Frustration,  Delay,  Incompetence 
and  Coercion  that  has  resulted  in  unnecessary  suffering  of  borrowers  and  enormous 
waste  the  FDIC  has  created  by  overpaying  for  goods  and  services,  and  selling  bil- 
lions of  dollars  in  loans  and  real  estate  for  a  fraction  of  their  actual  worth. 

Scripps-Howard  News  Service  recently  published  a  series  of  articles  on  the  abu- 
siveness  of  the  FDIC.  The  authors,  Andrew  Schneider  and  Peter  Brown,  summed 
up  the  FDIC's  recent  activities  when  they  reported  that  the  FDIC,  "has  seized  the 
homes  of  small  businesses  of  citizens  who  never  missed  a  payment  on  their  loan. 
It  has  siphoned  the  life  savings  of  thousands  more  by  forcing  them  to  fight  costly 
legal  battles  against  their  own  government.  It  has  demolished  the  lives  of  people 
who  learned  too  late,  that  paying  their  mortgage  or  loan  on  time  was  no  guarantee 
that  government  can't  force  them  off  their  property.  The  FDIC's  transformation  from 
rogue  regulator  has  mostly  gone  undetected  except  by  those  whose  lives  it  has  scut- 
tled." 

The  stories  also  reported  that  the  FDIC: 

•  Has  demanded  full  payment  or  liquidation  of  thousands  of  loans  belonging  to 
people  who  never  missed  a  payment. 


•  Lost  hundreds  of  millions  of  dollars  by  selling  its  loans  and  property  for  dimes 
on  the  dollar  to  investors  who  promptly  resold  them  at  three  or  four  times  that. 

•  Has  erected  a  maze  of  legal  and  bureaucratic  roadblocks  which  often  force  inno- 
cent owners  to  surrender  their  property. 

•  Has  been  chronically  unrelenting,  uncompromising  and  unmerciful  in  dealing 
with  borrowers  whose  loans  have  been  called. 

The  Subcommittee  has  conducted  its  own  investigation  of  the  FDIC  and  the  re- 
sults are  shocking.  Witnesses  will  describe  abuses,  incompetence  and  mismanage- 
ment. There  are  also  examples  of  gross  inefficiencies  in  the  FDIC  bureaucracy.  For 
example,  a  statement  provided  to  the  Subcommittee  describes  how  in  one  case,  it 
took  3  weeks  for  the  FDIC  to  purchase  $9  door  locks  for  a  home  it  had  acquired 
through  a  foreclosure.  When  the  locks  were  finally  approved,  vandals  had  seen  to 
it  that  there  were  no  doors  left  on  which  to  install  the  locks  and  the  FDIC  had  to 
spend  about  $30,000  to  repair  the  vandalized  house. 

In  addition  to  the  FDIC's  arrogance  and  indifference,  the  General  Accounting  Of- 
fice has  reported  that  the  information  that  the  FDIC  relies  on  to  make  decisions 
is  inaccurate  and  unreliable.  In  fact,  according  to  the  GAO,  the  FDIC  information 
is  so  deficient  that  it  often  does  not  know  what  is  in  the  loan  packages.  A  witness 
at  today's  hearing,  Doug  Hess  will  describe  events  that  serve  as  an  example  of 
FDIC's  laxity. 

•  The  FDIC  sold  Doug  Hess  about  $18  million  worth  of  loans  that  had  already 
been  paid  off  or  were  not  what  the  FDIC  originally  represented. 

•  When  Hess  tried  to  return  the  misrepresented  loans,  which  he  is  legally  enti- 
tled to  do,  the  FDIC  refused  to  take  them  back. 

•  After  Hess  complained  to  the  Chairman  of  the  FDIC,  the  Senate  and  the  GAO, 
the  FDIC  relented  and  informed  Hess  that  they  were  going  to  compensate  him  for 
the  loans. 

•  Hess  realized  the  FDIC  was  about  to  pay  him  more  than  twice  what  he  origi- 
nally paid  for  some  of  the  loans.  When  he  tried  to  inform  the  FDIC  that  it  was  pay- 
ing him  more  than  he  originally  paid  for  the  loans,  the  FDIC  informed  Mr.  Hess 
that  it  did  not  make  a  mistake  ana  overpaid  him  anyway. 

This  example  demonstrates  the  FDIC's  "do  no  wrong"  attitude  that  is  costing  mil- 
lions. 

At  a  time  when  the  public's  confidence  in  its  government  is  at  an  all  time  low, 
taxpayers  will  become  further  enraged  when  they  hear  how  the  FDIC  contracted  to 
pay  $315  to  cut  a  lawn  the  size  of  a  basketball  court  or  sold  a  mortgage  worth 
$96,000  for  $1,700  or  gave  away  $1.1  million  by  failing  to  cooperate  with  a  borrower. 

Testimony  will  also  describe  how  the  FDIC  fails  to  collect  millions  in  mortgage 
payments  and  rents  from  tenants  in  foreclosed  buildings  which  have  been  entrusted 
to  its  care,  and  loses  millions  of  dollars  by  selling  homes,  condominiums,  and  radio 
stations  for  a  fraction  of  their  value.  Contrary  to  what  the  FDIC  believes,  these  are 
not  isolated  incidents  but  are  symptoms  of  systemic  management  problems  which 
must  be  corrected. 

Other  examples  of  waste  abound.  For  example,  the  recent  Scripps-Howard  series 
reported  that  in  1992  alone  the  FDIC  paid  more  than  $35,000  to  house  and  feed 
each  of  the  130  employees  that  staffed  a  temporary  office  in  Chatsworth,  California 
which  was  just  60  miles  from  their  home  office  in  Irvine.  According  to  the  report, 
the  FDIC  had  no  justification  for  spending  the  $4  million  to  conduct  work  which 
could  have  easily  been  performed  in  the  Irvine  office;  another  example  of  mis- 
management. 

The  FDIC's  arrogance  also  extends  to  how  it  treats  borrowers  from  failed  banks. 
No  one  disputes  that  certain  banks  failed  because  they  made  bad  loans.  Clearly,  bad 
loans  should  be  liquidated.  Further,  it  would  be  foolish  for  the  FDIC  to  take  a  loss 
when  a  borrower  is  capable  of  paying  off  the  entire  debt.  However,  many  of  the  bor- 
rowers the  FDIC  deals  with  are  hardworking  honest  people  who  want  to  pay  their 
bills.  They  are  just  not  capable  of  raising  the  cash  to  pay  off  their  entire  outstanding 
balance;  few  people  are.  These  borrowers  desperately  want  to  reach  settlements 
with  the  FDIC.  Yet  the  only  responses  they  get  from  the  FDIC  are  threats  and 
delays.  Many  of  these  borrowers  rightfully  want  to  know  why  their  government  is 
putting  them  through  this  ordeal  when  the  only  sin  they  committed  was  doing  busi- 
ness with  a  bank  that  failed  through  no  fault  of  theirs. 

Unfortunately,  failing  to  reach  settlements  and  dragging  out  negotiations  is  the 
rule,  not  the  exception.  In  Maine,  the  FDIC  has  dragged  out  many  negotiations  for 
more  than  2  years.  In  a  number  of  other  cases  from  across  the  country,  borrowers 
who  have  potentially  viable  loans  can  do  nothing  but  sit  and  wait,  sometimes  5  and 
6  years,  while  the  FDIC's  indecision  worsens  the  borrower's  financial  condition  in 
some  to  the  point  where  recovery  is  impossible. 
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While  FDIC's  treatment  of  borrowers  is  disgraceful,  the  FDIC  pours  salt  in  the 
wounds  when  it  sells  loans  for  a  fraction  of  their  worth.  Investors  are  becoming 
wealthy  from  FDIC's  ignorance  of,  or  indifference  to,  what  it  has,  what  it  is  selling 
and  its  inability  to  reach  settlements  or  negotiate  with  borrowers.  According  to 
Scripps-Howard,  a  Denver  investor  purchased  a  $98,000  non-performing  mortgage 
for  $1,700.  When  he  contacted  the  debtor,  the  debtor  quickly  paid  over  $96,000, 
money  that  could  have  gone  to  the  FDIC. 

The  Scripps-Howard  stories  illustrate  just  how  lucrative  buying  FDIC  loans  can 
be.  The  reporters  collected  data  from  13  investors  who,  over  the  past  4  years,  pur- 
chased more  than  5,600  loans  from  the  FDIC.  The  investors  paid  the  FDIC  an  aver- 
age of  31  cents  on  the  dollar  and  sold  the  same  property  and  loans  for  an  average 
of  88  cents  on  the  dollar.  This  represents  a  300  percent  profit. 

The  problems  which  I  have  outlined  today  are  widespread.  While  Congress  can 

Erescribe  legislative  fixes  and  recommend  policy  changes,  I  believe  the  FDIC  could 
enefit  the  most  by  changing  the  culture  oi  arrogance  and  neglect  that  causes  these 
problems.  Whether  it  is  dealing  with  borrowers  or  selling  loans  and  real  estate,  the 
FDIC  feels  it  has,  as  Maine's  Chief  Federal  Judge  Gene  Carter  describes,  a  "self- 
perceived  holiness."  The  evidence  suggests  FDIC  is  an  agency  run  amok  that  has 
an  institutional  disinterest  in  change.  In  March  of  this  year,  Judge  Carter  issued 
an  order  relating  to  14  cases  the  FDIC  had  before  his  court  in  which  he  described 
the  FDIC's  litigating  style  as  "confused,  obstructionist,  inept  and  uncooperative."  I 
draw  parallels  in  the  FDIC's  behavior  in  Judge  Carter's  court  and  the  behavior  it 
demonstrates  in  negotiations  with  borrowers  and  in  its  management  and  disposal 
of  assets.  Clearly  the  FDIC  needs  to  change. 

As  the  Subcommittee  prepared  for  this  hearing,  additional  allegations  have  been 
raised  which  detail  specific  cases  of  preferential  treatment  in  awarding  contracts, 
conflicts  of  interest,  and  employees  exploiting  the  FDIC's  lack  of  security  and  ac- 
countability. These  allegations  merit  additional  investigation  and  I  think  it  inappro- 
priate to  offer  specifics  on  these  cases  until  the  Subcommittee  has  collected  addi- 
tional evidence.  However,  based  on  information  presented  today,  the  burden  of  proof 
to  be  carried  by  its  critics  may  not  prove  too  heavy. 

I  would  like  to  request  that  the  Chairman  entertain  a  request  for  additional  hear- 
ings once  our  investigation  into  these  additional  allegations  is  complete. 

Again,  I  would  like  to  thank  the  Chairman  for  agreeing  to  these  hearings  and  I 
look  forward  to  hearing  testimony  from  the  witnesses. 

I  am  going  to  suggest  that  we  recess  for  the  next  half  hour  to 
40  minutes,  while  we  complete  the  rollcall  votes  that  have  been  or- 
dered. As  soon  as  we  come  back,  we  will  begin  with  the  first  panel, 
Mr.  Hess,  Mr.  Hernandez,  Mr.  Masucci  and  Mayor  Johnston,  the 
Mayor  of  Saco. 

The  Subcommittee  will  stand  in  recess  for  about  30  or  40  min- 
utes. 

[Recess.] 

Senator  Levin.  Well,  folks,  what  I  was  afraid  would  happen  has 
happened,  so  thank  you  for  your  patience,  voluntary  or  otherwise. 

Can  we  call  now  on  the  first  panel,  Mark  Johnston,  the  Mayor 
of  Saco,  Maine;  Dan  Masucci,  who  is  Liquidation  Assistant  with  the 
FDIC,  in  Irvine,  California;  Ramon  Hernandez,  Litigation  Review 
Specialist  at  the  FDIC  in  Chicago;  and  Doug  Hess,  who  owns  Doug 
Hess  Investments,  in  Tyler,  Minnesota. 

I  think  what  we  will  do  is  we  will  call  on  Mayor  Johnston  first, 
Doug  Hess  second,  Mr.  Masucci  third,  and  Mr.  Hernandez  fourth. 

Mayor,  welcome. 

TESTIMONY  OF  HON.  MARK  JOHNSTON,1  MAYOR,  CITY  OF 

SACO,  ME 

Mayor  Johnston.  Thank  you. 

Mr.  Chairman  and  members  of  the  Subcommittee,  thank  you  for 
the  opportunity  to  appear  today  to  share  with  you  my  experience 


1  The  prepared  statement  of  Mayor  Johnston  appears  on  page  53. 


with  the  FDIC.  I  am  the  Mayor  of  the  City  of  Saco,  and  was  just 
elected  last  Tuesday,  November  2nd,  to  begin  my  third  term. 

Let  me  give  you  an  idea  of  the  city's  profile.  The  City  of  Saco  is 
a  small,  but  growing  coastal  community  of  15,181  residents  located 
in  southern  Maine.  The  municipality  operates  under  the  strong 
mayor  form  of  local  government  and  presently  administers  a  com- 
bined city/school  budget  of  $22  million.  The  city's  property  valu- 
ation is  presently  $730  million  and  our  largest  property  taxpayers 
are  defense  and  tourism  related  industries. 

During  the  1980's,  Saco's  population  grew  by  17.5  percent,  large- 
ly due  to  regional  economic  factors  fueled  by  the  Massachusetts 
Miracle.  Unlike  the  rest  of  Southern  Maine,  Saco  had  to  overcome 
a  tax  cap  and  default  that  left  the  city  in  political  turmoil  for  most 
of  the  decade.  This  weak  financial  condition,  coupled  with  political 
instability  and  rapid  growth,  produced  an  economic  environment 
that  opened  the  door  for  a  waste  to  energy  incinerator  and  the  Saco 
Island  TIF  District. 

In  June  of  195,  the  City  of  Saco  entered  into  a  tri-party  agree- 
ment with  the  Finance  Authority  of  Maine,  better  known  as  FAME, 
and  Island  Associates  (Gavin  Ruotolo)  for  the  purpose  of  redevelop- 
ing a  group  of  five  old  buildings  and  two  vacant  tracts  of  land  into 
a  commercial,  retail  complex  supported  by  residential  condomin- 
iums. The  master  plan  for  the  Saco  Island  TIF  Project  envisioned 
a  marine  on  the  Saco  River,  a  public  waterfront  park,  a  multi-story 
hotel,  a  200-car  parking  garage,  commercial  offices,  retail  shopping, 
and  low-  and  moderate-income  housing  and  other  supported  facili- 
ties. 

I  have  been  asked  to  appear  before  your  Senate  Oversight  Sub- 
committee to  convey  our  experience  with  the  FDIC  as  it  relates  to 
the  city's  Saco  Island  Tax  Increment  Finance  District.  The  FDIC 
assumed  control  of  the  development  project  in  February  of  1990, 
after  the  developer,  Gavin  Ruotolo,  general  partner  of  Island  Asso- 
ciates, failed  to  perform  under  the  terms  of  the  loan  agreements  is- 
sued by  Yankee  Bank  of  Boston.  Following  the  failure  of  Yankee 
Bank  for  Finance  and  Savings,  the  FDIC  assumed  management  re- 
sponsibilities for  the  Saco  Island  properties,  but  decided  not  to  pur- 
sue foreclosure,  since  the  FDIC  saw  no  value  in  acquiring  title  to 
the  17-acre  development. 

In  a  letter  to  Senator  George  Mitchell,  dated  March  13,  1992,  the 
FDIC  revealed  their  intentions  to  return  control  of  the  original 
"non-performing"  developer  for  future  consideration,  thereby  with- 
drawing its  mortgagee-in-possession.  This  decision  became  final  on 
May  14th,  when  the  FDIC  entered  into  a  privately  negotiated 
agreement  with  Island  Associates,  which  released  Island  Associates 
from  any  further  liability  under  the  Yankee  loan,  and  allowed  the 
FDIC  to  close  out  the  project  file. 

Six  weeks  later,  110  Main  Street  Corporation,  a  party  named  in 
the  May  14th  settlement  agreement  between  Island  Associates  and 
the  FDIC,  held  a  mortgagee's  foreclosure  auction  and  sold  the  en- 
tire Saco  island  TIF  Project  for  $110,000  to  a  group  of  local  busi- 
nessmen. 

During  the  FDIC's  two-year  management  history  of  the  Saco  Is- 
land TIF  Project,  the  City  of  Saco  continually  raised  issues  concern- 
ing security,  safety,  liability  and  structural  neglect.  The  city  in- 
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quired  about  purchasing  portions  of  the  property  that  were  suitable 
for  development,  given  the  central  location  of  the  project.  In  addi- 
tion, the  city  informed  the  FDIC  officials  about  the  economic  bene- 
fits of  the  TIF  Reimbursement  Agreement,  the  CMP  lease  and 
other  revenues  generated  from  commercial  and  residential  leases. 

Despite  our  attempts  to  open  the  lines  of  communication,  the  city 
was  told  repeatedly  that  the  FDIC  did  not  own  the  property  and 
that  any  offer  to  purchase  any  of  the  assets  would  have  to  be  di- 
rected to  the  current  property  owner.  Coincidentally,  Mr.  John 
Dziadul,  FDIC  Liquidation  Assistant,  states  in  a  letter  dated  July 
31,  1991,  that  the  FDIC  is  acting  as  the  property  manager  in  the 
absence  of  the  owner. 

This  position  appears  to  be  in  direct  conflict,  however,  with  the 
FDIC's  negotiated  settlement  with  Island  Associates.  The  property 
owner,  Gavin  Ruotolo,  did  not  participate  in  the  May  14,  1992, 
signing  of  that  agreement.  According  to  FDIC  Log  No.  92-740,  the 
FDIC  attorney,  John  P.  Adams,  Mr.  Ruotolo  advised  his  office  that 
the  principle  owner  elected  not  to  participate  in  the  May  14th  set- 
tlements. 

To  illustrate  my  allegation  that  the  FDIC  lacks  sensitivity  to 
community  concerns  and  failed  to  respond  in  a  timely  fashion,  I 
would  like  to  present  three  examples  for  the  Subcommittee's  con- 
sideration. The  examples  of  project  mismanagement  between  Feb- 
ruary 1990  and  May  1992  focus  on  building  and  grounds  security, 
maintenance  of  the  parking  garage,  and  unfounded  environmental 
concerns. 

First,  the  city  began  writing  notices  to  Saco  Island  Associates 
and  Gavin  Ruotolo  as  early  as  January  1990,  requesting  that  the 
owner  submit  a  formal  plan  concerning  a  request  to  disconnect  the 
fire  protection  systems.  The  letter  insists  that  the  city  must  know 
what  portions  of  the  fire  alarm  system  is  operational  and  what  part 
of  the  system  is  shut  down. 

The  City  of  Saco  writes  to  Mr.  Ruotolo,  on  February  2nd,  asking 
that  he  or  his  designated  representatives  to  meet  with  the  fire,  po- 
lice and  public  works  staff  members  to  determine  what  actions  may 
need  to  be  taken  in  case  of  a  safety  emergency.  The  city  receives 
not  a  single  response  from  Saco  Island  Associates,  Gavin  Ruotolo, 
or  the  FDIC,  despite  repeated  claims  that  the  FDIC  has  spent 
$500,000  on  upkeep  of  the  property  and  that  the  FDIC  assumed 
management  of  the  property  in  February  of  1990. 

In  July  of  1990,  the  city's  building  inspector  notifies  the  City  At- 
torney, Jim  Boone,  that  the  owners  of  the  Saco  Island  TIF  Project 
have  violated  the  city's  sprinkler  system  ordinance  and  that  certain 
portions  of  Mill  Buildings  No.  3  and  4  are  not  protected,  should  a 
fire  break  out.  Mr.  Lambert  also  points  out  that  security  is  lacking 
on  the  project  and  that  windows,  doors  and  electrical  wiring  are 
being  either  broken  or  stolen.  A  fire  in  Mill  Building  No.  6  is  quick- 
ly extinguished  on  November  7th,  but  the  City's  Fire  Chief,  Larry 
Smith,  raises  the  same  concerns,  with  little  avail. 

Secondly,  the  city's  building  inspector,  Dick  Lambert,  learns  in 
the  spring  of  1990  that  a  consulting  engineer  is  hired  by  the  FDIC 
to  investigate  the  structural  problems  on  the  parking  deck,  but 
does  not  hear  of  the  inspection  results,  nor  does  he  receive  a  copy 
of  the  engineering  report. 
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In  July  of  1990,  the  city  discovers  that  the  parking  garage  and 
deck  have  been  closed  by  Hardy-Pond  Engineering,  because  of 
structural  problems.  The  city  receives  no  notification  from  the 
FDIC  as  to  the  reasons  for  closing  the  parking  facility  and  is  not 
given  any  directions,  should  a  major  fire  or  other  emergency  re- 
quire the  response  of  public  safety  equipment  and  manpower  from 
the  city. 

Our  building  inspector  continues  to  press  the  FDIC  and  Hardy- 
Pond  Construction  for  a  copy  of  the  structural  report  and  is  told 
on  August  17th  that  the  information  must  be  released  by  the  FDIC 
through  Horace  Horton,  their  attorney.  Mr.  Lambert  writes  to  Mr. 
Horace  Horton  on  August  20th,  asking  about  the  present  condition 
of  the  deck  and  what  action  the  FDIC  plans  to  take  to  repair  the 
structure. 

A  phone  call  to  Claude  Hall  at  the  FDIC  finally  produces  a  re- 
sponse and  the  building  inspector  is  assured  that  the  engineers  will 
design  the  necessary  deck  work  and  that  a  support  system  will  be 
placed  as  soon  as  possible. 

On  September  27th,  the  city  building  inspector  meets  with 
Pinkham  &  Greer,  the  consulting  engineers,  to  discuss  a  temporary 
solution  for  shoring  up  the  parking  deck,  to  provide  access  for  fire 
trucks  and  other  emergency  vehicles.  The  City  of  Saco  is  notified 
on  November  5,  1990,  that  the  repairs  to  the  desk  are  complete. 

This  "cooperative"  effort  is  sadly  undermined  one  month  later, 
when  Hardy-Pond  Construction  closes  the  parking  garage  and  deck 
due  to  new  structural  problems.  Again,  the  city  is  not  given  any 
clue  as  to  what  the  closure  means  or  how  the  problem  will  impact 
emergency  responses. 

Senator  Cohen.  Mayor  Johnston,  could  I  ask  you,  did  the  city 
make  any  overtures  to  the  FDIC  to  purchase  the  property? 

Mayor  Johnston.  Yes,  we  did. 

Senator  Cohen.  Could  you  tell  us  how  much  or  in  what  range 
was  the  city  seeking  to  offer  the  FDIC  for  the  property? 

Mayor  JOHNSTON.  We  wrote  a  letter  to  an  official  of  the  FDIC 
and  asked  about  the  possibility  of  buying  the  note.  Their  response 
was  that,  yes,  the  city  could  buy  the  note,  but  they  would  get  back 
to  us.  They  never  got  back  to  us. 

Saco  was  very  fortunate  in  reaching  an  out-of-court  settlement 
with  General  Electric  and  the  operators  of  the  waste  energy  facility 
in  Saco  in  excess  of  $3  million,  so  we  had  a  war  chest  ready  to  pur- 
chase that  property.  At  this  time,  I  cannot  really  tell  you  how  much 
we  were  willing  to  pay  for  that  island,  but  the  City  Council  has  au- 
thorized me  to  make  an  offer  to  the  FDIC. 

Senator  Cohen.  Up  to  $3  million? 

Mayor  Johnston.  I  would  not  say  up  to  $3  million,  but  definitely 
close  to  a  million  dollars. 

Senator  Cohen.  Close  to  a  million? 

Mayor  Johnston.  Yes. 

Senator  Cohen.  How  many  times  did  you  contact  the  FDIC 
about  the  possibility  of  buying  it? 

Mayor  Johnston.  I  would  say  we  contacted  the  FDIC  at  least 
four  or  five  times  about  the  possibility  of  purchasing  that  property. 

Senator  Cohen.  And  you  were  told  that  they  were  interested, 
and  they  would  get  back  to  you? 
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Mayor  JOHNSTON.  That  they  would  get  back  to  us. 

Senator  Cohen.  They  never  got  back? 

Mayor  Johnston.  They  never  got  back  to  us. 

Senator  Cohen.  Now,  were  you  told  that  the  FDIC  had  appraised 
the  property  for  zero  dollars? 

Mayor  Johnston.  We  were  told  that  after  the  auction,  not  be- 
fore. 

Senator  Cohen.  Let  me  just  backtrack  a  moment.  You  had  a  de- 
veloper that  you  were  working  with  to  develop  the  old  textile  and 
shoe  mills  to  residential  and  commercial  facilities,  right? 

Mayor  Johnston.  Yes. 

Senator  Cohen.  That  developer  ran  into  economic  difficulties,  am 
I  correct,  and  filed  bankruptcy? 

Mayor  Johnston.  As  I  understand,  he  turned  the  project  over  to 
Yankee  Bank. 

Senator  Cohen.  Do  you  know  if  he  filed  bankruptcy? 

Mayor  JOHNSTON.  I  do  not  know  if  he  filed  bankruptcy. 

Senator  Cohen.  In  any  event,  he  relinquished  control  and  appar- 
ently interest,  since  he  never  really  participated  in  the  negotiations 
and  the  takeover,  is  that  correct? 

Mayor  Johnston.  That  is  correct. 

Senator  Cohen.  A  recent  article  that  was  published  in  the  Man- 
chester Union  Leader,  in  response  to  this  whole  series  of  articles 
written  by  the  Scripps-Howard  reporters,  FDIC  spokesman  David 
Barr  is  quoted  as  saying  that  the  series  of  articles  did  not  mention 
that  Saco  Island  was  an  environmental  catastrophe.  Could  you  give 
us  some  assessment  of  what  Saco  Island  was  like  as  far  as  an 
environmental 

Mayor  Johnston.  Well,  we  dispute  the  findings  of  the  FDIC.  As 
a  matter  of  fact,  if  you  look  at  the  report  that  Dames  &  Moore,  and 
they  were  under  contract  with  the  FDIC,  goes  through  the  project 
and  states  that  the  environmental  problems  with  that  island  are 
not  serious. 

I  also  need  to  point  out  to  you,  Senator,  that  in  the  prospectus 
of  the  auction  there  are  three  letters.  One  is  from  the  Maine  De- 
partment of  Environmental  Protection,  dated  November  27,  1985, 
and  it  is  quoted  stating  "DEP  finds  no  basis  pursuant  to  any  provi- 
sion of  Title  38,  Chapter  14  and  14-B  of  the  Maine  Revised  Stat- 
utes for  any  proceeding  in  which  DEP  would  seek  to  limit  or  pro- 
hibit the  use  of  the  property  for  any  purpose." 

Then  Clean  Harbors  of  Maine,  that  was  working  for  FAME,  noti- 
fies FAME  that  "the  last  load  of  hazardous  waste  was  removed 
from  the  NKL  site  on  Monday,  February  10,  1986,  and  Clean  Har- 
vest has  conformed  to  the  contract  and  no  hazardous  waste  re- 
mains on  site." 

Then  Island  Associates  also  hired  a  company,  Buerhaus  Resource 
Industries,  stating:  "This  letter  is  to  inform  you  (Island  Associates) 
that  B.R.I,  had  a  contract  and  successfully  completed  the  removal 
of  asbestos.  The  contract  was  to  remove  all  asbestos  containing 
products  from  the  various  mill  buildings  at  the  Saco  Island 
Project." 

So  the  bottom  line  is  that  is  a  smoke  screen  by  the  FDIC.  Their 
own  report  states  that. 
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Senator  Cohen.  Let  me  move  on  just  a  little  bit.  You  received  no 
reaction  to  the  offer  to  at  least  begin  negotiations  for  the  purchase 
of  this  particular  property? 

Mayor  Johnston.  That  is  right. 

Senator  Cohen.  Apparently,  the  FDIC  then  entered  into  some 
kind  of  negotiation  to  sell  the  property  back  to  the  original  devel- 
oper? 

Mayor  Johnston.  Yes. 

Senator  Cohen.  For,  as  I  understand  it,  $10  plus  a  note  for 
$900,000,  is  that  correct? 

Mayor  Johnston.  Yes. 

Senator  Cohen.  Were  you  notified  about  that  particular  negotia- 
tion? Were  you  aware  of  the  terms? 

Mayor  Johnston.  We  were  not  aware  of  the  terms.  We  were  not 
aware  of  anything.  Your  office  in  Biddeford  assisted  the  City  of 
Saco  in  contacting  someone  in  the  FDIC  to  find  out  exactly  what 
was  going  on  at  that  time,  and  that  would  have  been  in  May  of 
1992,  the  following  week  that  they  were  going  to  definitely  turn  it 
over  to  Gavin  Ruotolo. 

Senator  Cohen.  They  were  going  to  go  back  to  the  original  devel- 
oper who  gives  them  $10  plus  a  note  for  $900,000,  and  then  that 
developer  turned  and  auctioned  off  that  property? 

Mayor  Johnston.  Yes,  though,  Senator,  I  have  to  point  out  that 
Gavin  Ruotolo,  being  the  owner  of  Saco  Island  Associates,  never 
participated  in  that  settlement  agreement. 

Senator  Cohen.  But  the  bottom  line  is  that  the  developer  then 
auctioned  off  the  property  to  three  or  four  investors,  local  investors 
in  the  Saco  area  for  $110,000? 

Mayor  Johnston.  That's  right.  They  created  a  new  corporation, 
Gave  Ruotolo's  group  created  a  new  corporation  called  110  Main 
Street,  they  had  the  auction  and  the  local  investors  purchased  it 
for  $110,000. 

Senator  Cohen.  In  essence,  the  FDIC  has  a  note  for  $900,000, 
it  takes  $110,000  less  whatever  commissions  they  had  to  pay  and 
other  types  of  services,  and  ends  up,  let  us  say,  with  $100,000  or 
less  on  that  $900,000  note,  correct? 

Mayor  Johnston.  Correct. 

Senator  Cohen.  At  a  time  when  the  city  was  prepared  to  pay 
something  considerably  more  than  that  initially? 

Mayor  Johnston.  That  is  correct.  We  were  interested  in  two  par- 
cels on  that  property. 

Senator  Cohen.  Now,  can  you  tell  us  how  the  FDIC  lost  money 
through  the  mismanagement  or  management  of  this  particular 
property? 

Mayor  Johnston.  First  of  all,  Senator,  I  need  to  point  out 
that 

Senator  Cohen.  Tell  us  about  the  TIF,  which  is  really  what  I 
would  like  you  to  explain. 

Mayor  Johnston.  Well,  there  is  a  TIF  agreement  at  that  time 
with  a  developer 

Senator  Cohen.  Tell  the  Committee  what  that  means. 

Mayor  Johnston.  Tax  increment  financing,  the  developer  puts 
up  X  amount  of  dollars  to  do  projects,  public  improvement,  such  as 
sewers,  lighting,  street  improvements,   sidewalks.   Gavin  Ruotolo 
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put  up  approximately  $1.4  million.  The  city  signed  this  agreement 
stating  it  will  pay  Mr.  Ruotolo,  after  a  period  of  time,  with  the  in- 
crease in  taxes,  and  at  that  time,  at  that  auction  we  owed  Gavin 
Ruotolo  $1.2  million,  and  that  was  an  asset. 

We  wrote  to  the  FDIC,  and  I  should  state  that  we  wrote  to  their 
law  firm  in  the  State  of  Maine,  Drummond  &  Drummond,  they  are 
located  in  Portland,  and  outlined  exactly  what  the  TIF  agreement 
was  all  about  and  also  told  them  that  "I  also  trust  that  the  FDIC 
will  realize  the  benefit  it  would  receive  by  being  named  successor 
to  the  reimbursement  agreement."  So  our  Finance  Director  in  Saco 
notified  them  of  the  fact  that  it  was  worth  $1.4  million. 

Second,  there  was  also  a  lease  with  Central  Maine  Power.  They 
were  leasing  land  in  order  for  them  to  construct  a  fish  ladder  and, 
as  I  understand,  they  were  paying  approximately  $5,000  a  month 
for  the  rental,  a  total  amount  of  about  $60,000,  and  the  FDIC 
never  collected.  They  also  neglected  to  collect  rents  from  the  ten- 
ants, commercial  tenants  on  the  property,  too. 

Senator  Cohen.  In  addition,  according  to  their  testimony,  I  be- 
lieve they  spent  $500,000  to  maintain  the  property  during  that  pe- 
riod of  time? 

Mayor  JOHNSTON.  Right.  We  questioned  that,  as  a  matter  of  fact, 
and  would  like  to  see  their  log  in  how  they  did  the  expenses  there, 
because  we  do  not  see  any  improvements  under  their  management. 
If  anything,  they  hired  engineers. 

Senator  Cohen.  But  let  us  give  them  the  benefit  of  the  doubt  at 
the  moment,  spending  $500,000  to  maintain  a  piece  of  property 
that  they  claim  is  worth  zero,  and  then  collecting  only  roughly 
$100,000  net  to  the  FDIC,  after  the  two  or  three  year  period,  is 
that  correct,  after  foregoing  $60,000  from  Maine  Central  Power  and 
all  the  tenants  who  were  occupying  the  condominiums? 

Mayor  Johnston.  That  is  right.  I  understand  that  the  pur- 
chasers went  back  and  collected  those  rents. 

Senator  Cohen.  We  will  have  some  more  questions  in  a  moment, 
but  I  think  we  ought  to  move  on,  Mr.  Chairman,  if  we  could. 

Senator  Levin.  Yes,  we  will  move  on  to  our  other  witnesses.  We 
will  put  the  balance  of  your  statement  in  the  record,  Mayor,  as  we 
will  all  of  these  statements.  We  would  appreciate  it,  if  you  would 
summarize  for  us,  so  we  could  ask  questions.  I  just  have  one  or  two 
questions  for  the  Mayor. 

At  the  auction  which  did  take  place — and  I  understand  that  it 
was  not  an  auction  by  the  FDIC,  but  by  that  other  entity  that  ne- 
gotiated the  purchase  from  the  FDIC 

Mayor  Johnston.  That  is  right. 

Senator  Levin  [continuing].  Did  the  city  bid  at  that  auction? 

Mayor  JOHNSTON.  The  City  of  Saco  placed  our  required  deposit 
to  be  a  bidder  and  in  the  first  round  we  did  place  a  bid  for  a  parcel. 
During  the  bidding  process,  we  recognized  who  the  players  were 
going  to  be  and  we  did  not  continue  with  the  bidding,  because  we 
felt  comfortable  with  the  people  that  were  going  to  purchase  it. 

Senator  Levin.  I  see.  The  other  question,  when  you  did  not  get 
a  reaction  to  the  offer  from  the  FDIC,  did  you  have  any  oral  com- 
munication with  them,  telling  them  you  were  interested  in  buying 
it  before  they  negotiated  that  deal  with  the  other  company? 

Mayor  Johnston.  Yes,  we  did. 
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Senator  Levin.  And  they  ignored  your  request? 

Mayor  Johnston.  They  ignored  the  request. 

Senator  Levin.  Pardon? 

Mayor  Johnston.  They  ignored  the  request  verbally  and  also  I 
have  a  letter  that  was  sent  to  them  making  the  point  that  the  City 
of  Saco  is  interested  in  (1)  buying  the  note  or  (2)  we  are  interested 
in  buying  the  whole  thing  from  you. 

Senator  Levin.  So  they  not  only  ignored  your  letters,  they  also 
were  informed  in  a  phone  conversation  or  in  person  and  ignored 
that  direct  notice  to  them? 

Mayor  Johnston.  That  is  correct.  I  met  with  them  personally 
one  time,  too,  and  made  that  verbal  request  and  I  followed  up  with 
a  letter. 

Senator  Levin.  And  that  was  before  they  sold  that  property  to 
the  other  entity  which  ended  up  auctioning  it? 

Mayor  Johnston.  Right.  I  made  the  request  actually  in  July  of 
1991,  a  whole  year  before  the  auction. 

Senator  Levin.  Before  the  negotiated  sale? 

Mayor  Johnston.  That  is  correct.  That  is  right. 

Senator  Levin.  Thank  you.  Mayor. 

Senator  Levin.  We  are  going  to  move  over  to  Mr.  Hess  now,  ac- 
cording to  the  script  I  have  got.  Doug  Hess,  thanks  for  being  with 
us.  If  you  would  summarize  your  testimony,  it  would  be  helpful. 

TESTIMONY  OF  DOUGLAS  M.  HESS,1  SOLE  PROPRIETOR,  DOUG 
HESS  INVESTMENTS,  TYLER,  MN 

Mr.  Hess.  Thank  you,  Mr.  Chairman. 

I  would  like  to  summarize  my  written  statement  and  ask  that  it 
be  entered  in  the  record  in  its  entirety. 

You  invited  me  here  today  to  share  my  knowledge  and  opinions 
of  the  FDIC,  and  while  I  have  a  variety  of  concerns  about  the  mav- 
erick agency,  I  will  restrict  my  remarks  to  the  two  areas  you  re- 
quested. 

Mr.  Chairman,  my  name  is  Douglas  Hess.  I  am  the  founder  of 
Doug  Hess  Investments  or  DHL  DHI  is  a  company  that  raises 
funds  from  investors  and  uses  that  money  to  purchase  loans  that 
are  sold  by  banks  and  other  investment  organizations  of  the  Fed- 
eral Government.  As  a  return,  our  investors  receive  profits  of  20  to 
40  percent. 

In  my  experiences,  I  have  purchased  several  loans  where  the 
profit  margin  exceeded  100  percent  per  quarter.  Time  after  time 
after  time,  I  have  consistently  made  these  types  of  profits,  and  the 
FDIC  is  the  only  organization  that  allows  me  this  margin  of  profit. 
Other  investors  make  substantially  more,  but  they  are  looking  at 
the  financial  gain,  rather  than  the  human  devastation. 

I  offer  this  figure  not  to  boast  of  my  business  ability,  but  as  an 
indication  of  the  profit  that  can  be  made,  when  loans  are  properly 
handled.  The  FDIC  will  attempt  to  discredit  me  wherever  they  can. 
It  is  not  new  to  them,  for  they  have  tried  to  do  it  in  1990  and  1991, 
several  times. 

Mr.  Chairman,  I  want  to  stress  that  the  examples  published 
after  Scripps-Howard  News  Service's  investigation  are  not  isolated 


1  The  prepared  statement  of  Mr.  Hess  appears  on  page  59. 
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incidents,  as  the  FDIC  might  portray  them.  Rather,  they  are  the 
norm. 

In  85  percent  of  the  loans  I  bought  from  the  FDIC,  the  borrowers 
were  in  almost  every  case  fine,  upstanding  people  who  simply 
wanted  to  pay  back  their  loans.  My  contact  with  them  always 
prompted  the  comment  that  they  were  just  happy  to  have  a  chance 
to  speak  to  someone  who  was  willing  to  listen  and  not  just  dictate. 
All  of  them  wanted  to  be  treated  fairly. 

I  am  here  to  tell  you  that,  as  an  investor  who  buys  loans  from 
the  FDIC,  I  have  run  across  about  every  abusive  situation  you  can 
imagine  and  several  you  could  not  even  start  to  believe. 

Perhaps  it  would  be  helpful,  if  I  were  to  explain  how  I  found  the 
FDIC's  attempt  to  work  with  these  borrowers,  or  at  least  in  my 
part  of  the  country. 

It  starts  when  the  FDIC  closes  a  failing  bank.  The  new  bank  that 
takes  over  gets  all  the  deposits  and  the  best  assets  and  loans.  It 
is  called  cherry  picking.  The  remaining  loans,  the  ones  the  bank 
did  not  want,  are  packed  up  and  taken  to  the  nearest  FDIC  re- 
gional office. 

The  FDIC  then  sends  out  a  notice  telling  borrowers  where  to 
make  their  payment — not  payments,  but  payment.  Most  borrowers 
try  to  make  their  payments,  but  in  all  too  many  cases  the  FDIC 
sends  back  their  checks,  usually  with  a  letter  demanding  payment 
in  full.  The  FDIC  tells  them,  "We  are  not  a  bank.  We  are  a  liquida- 
tor. Go  find  your  money  somewhere  else  and  pay  us  off." 

In  case  after  case  I  have  handled,  when  a  borrower  asked  the 
FDIC  for  the  payoff  or  the  total  amount  owed,  they  were  told  that 
the  information  is  not  available  and  to  call  back  in  a  month.  The 
vast  majority  of  these  people  try  to  make  their  payments  and  pay 
their  debts.  They  are  not  the  criminals  and  deadbeats  that  the 
FDIC  labels  them.  In  all  too  many  cases,  I  can  show  that  the  FDIC, 
for  whatever  reason,  its  bureaucracy  or  pure  intent,  usually  sits  on 
these  loans  for  months  or  years,  sending  out  a  steady  stream  of  de- 
mand letters,  but  making  little  or  no  real  attempt  to  resolve  the 
problem. 

The  ability  of  these  people  to  find  other  banks  to  refinance  their 
loans  is  made  pure  hell  by  bankers  who  believe  that,  since  their 
loans  were  not  good  enough  to  go  with  the  original  bank,  they  did 
not  want  the  loans  in  their  portfolio,  because  they  might  be  the 
next  bank  to  close. 

The  problem  is  often  compounded,  because  in  communities  where 
banks  have  closed  and  hundreds  of  loans  were  called  in,  property 
values  decrease  dramatically.  Therefore,  new  appraisals  ordered  by 
the  FDIC  show  the  value  of  the  property  used  as  collateral  and  is 
now  worth  far  less.  These  people  are  trapped  in  a  vicious  circle 
that  the  FDIC  creates. 

The  FDIC  insists  it  never  forecloses  on  performing  loans.  Gentle- 
men, I  have  documentation  to  prove  they  do.  Since  I  have  ex- 
plained that  it  is  routine  for  them  to  stall  for  90  days  or  more  be- 
fore providing  payoff  information,  you  should  also  know  that,  under 
FDIC  rules,  any  loan  where  the  payments  are  not  made  for  that 
period  can  automatically  be  considered  in  default  or  non-perform- 
ing. The  FDIC  gets  these  people  coming  and  going. 
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Let  us  talk  a  little  more  about  the  FDIC's  so-called  non-perform- 
ing loans.  These  are  the  loans  that  many  investors  buy  from  the 
FDIC  for  pennies  on  the  dollar.  The  FDIC  justifies  its  very  low 
price,  because  it  considers  non-performing  loans  of  little  or  no 
value.  Gentlemen,  all  I  have  purchased  from  the  FDIC  are  non-per- 
forming loans.  I  have  bought  many  millions  of  dollars  of  them  and 
I  make  substantial  profits  from  these  FDIC  sales.  Why  is  it,  gentle- 
men, that  I  and  other  investors  can  make  200  to  400  percent  profit 
on  these  loans,  when  the  FDIC  cannot? 

Let  me  answer  my  own  question.  We  are  willing  to  work  with 
these  people.  We  acknowledge  that  it  is  often  not  the  fault  of  the 
borrower  that  they  were  put  into  a  situation  over  which  they  have 
little  or  no  control.  We  know  that  in  some  cases  it  was  incompetent 
bankers  or  excessive  new  government  regulations  that  brought 
down  the  community  bank.  We  do  not  treat  these  people  as  pond 
scum,  as  dirt,  as  lowest  of  the  low,  as  the  FDIC  does.  We  treat 
them  as  people  with  a  problem  that,  when  worked  on  together,  can 
be  resolved. 

The  people  that  owe  this  money  are  good  people  and  want  to  pay 
their  debts.  If  the  FDIC  would  only  work  with  them,  instead  of  try- 
ing to  wreck  their  lives  and  futures,  it  too  could  get  a  much  higher 
return  on  the  loans.  But  I  fear  that  will  not  happen,  unless  Con- 
gress reminds  the  FDIC  that  it  is  part  of  our  government  and  not 
above  the  law  of  common  decency. 

In  closing,  allow  me  to  address  your  question  about  the  FDIC's 
disorganization  and  internal  confusion. 

Of  the  $33  million  loan  packages  that  I  bought  from  the  FDIC's 
Denver  office,  and  that  Scripps-Howard  wrote  about,  $18  million 
were  returned  to  the  agency,  because  of  its  inadequate  documenta- 
tion and  incompetent  accounting.  The  FDIC  sold  me  loans,  notes 
and  mortgages  that  had  been  paid  off  3  to  5  years  earlier  or  with 
participations  that  the  FDIC  did  not  own  or  notes  where  the  collat- 
eral had  been  destroyed. 

I  believe  to  this  day  that  the  FDIC  still  does  not  understand  the 
workings  that  caused  this  confusion.  As  recently  as  two  months 
ago,  the  FDIC  was  still  selling  some  of  the  same  putbacks  to  other 
unknowing  investors. 

People  ask  me  why  I  accept  your  request  to  testify  on  the  FDIC, 
to  risk  killing  the  goose  that  laid  lots  of  golden  eggs  for  me.  I  guess 
I  have  been  a  goose  hunter  all  my  life  and  I  will  find  another  one. 
But  I  am  very  concerned  that  the  FDIC's  act  must  be  cleaned  up 
and  cleaned  up  now.  Too  many  people  are  being  needlessly  hurt, 
their  credit  destroyed,  and  their  lives  disrupted  by  the  FDIC's  cal- 
lous interpretation  of  the  rules.  May  the  Senators  have  mercy  on 
these  people.  The  FDIC  sure  has  not.  If  I  can  assist  this  Committee 
in  any  way,  please  let  me  know. 

Gentlemen,  I  would  like  to  thank  you  for  taking  the  time  to  lis- 
ten, and  I  would  be  glad  to  answer  any  questions  you  might  have. 

Senator  Levin.  Thank  you  for  coming  forth  the  way  you  have. 

Senator  Cohen.  How  is  your  time  schedule,  Mr.  Hess?  Are  you 
free  for  the  rest  of  the  afternoon?  We  might  want  to  take  two  more 
witnesses  and  then  come  back  to  you. 

Mr.  Hess.  That  would  be  fine. 

Senator  Levin.  We  will  then  call  on  Mr.  Masucci  next. 
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TESTIMONY  OF  DANIEL  MASUCCI,1  LIQUIDATION  ASSISTANT, 
FEDERAL  DEPOSIT  INSURANCE  CORPORATION,  IRVINE,  CA 

Mr.  MASUCCI.  Thank  you. 

I  am  a  temporary  employee  stationed  at  the  Irvine  consolidated 
office.  I  have  had  my  temporary  appointment  renewed  for  8  con- 
secutive years.  I  am  an  account  officer  in  the  real  estate  depart- 
ment. I  have  been  involved  with  real  estate  and  mortgage  banking 
for  approximately  20  years. 

I  came  to  the  FDIC  after  successfully  liquidating  approximately 
300  REO  assets  over  a  2-year  period  for  a  small  mortgage  com- 
pany. I  completed  those  sales  with  the  help  of  one  assistant  and 
a  secretary. 

Initially,  I  was  put  off  by  what  I  considered  the  "excessive"  pa- 
perwork and  bureaucracy  at  the  FDIC.  I  had  a  hard  time  under- 
standing why  management  continually  changed  procedures,  goals 
and  job  functions.  By  early  1989,  I  was  handling  approximately  100 
properties,  and  that  was  the  largest  number  of  assets  I  have  han- 
dled at  any  one  time  during  my  FDIC  career.  Today,  due  to  ongo- 
ing procedural  changes,  numerous  additional  reports  and  require- 
ments, it  is  all  any  of  the  account  offices  in  my  section  can  do  to 
handle  25  properties. 

Before  Marketing  can  begin,  we  must  have  title  reports  reflecting 
marketable  title,  a  current  appraisal  and  listing  proposals  from 
several  brokers.  Until  a  year  ago,  we  could  call  a  title  officer  and 
order  the  title  report.  The  preliminary  title  reports  typically  cost 
$75  to  $100.  Many  times,  they  were  prepared  at  no  cost,  as  the 
title  company  knew  they  would  sell  a  policy  of  title  insurance  when 
we  sold  the  asset. 

Today,  we  must  fill  out  several  lengthy  forms  and  attachments 
and  forward  them  to  the  contracting  unit.  They  have  set  up  this 
new  unit  referred  to  as  the  Office  of  Contracting  Services — Acquisi- 
tions. The  contracting  unit  chooses  the  vendor  and  places  the  order, 
and  it  can  take  several  weeks  for  contracting  to  place  the  order  and 
obtain  the  report,  and  I  have  seen  it  take  several  months  on  more 
than  one  occasion. 

We  have  been  instructed  to  budget  no  less  than  $550  for  those 
reports.  The  reports  are  often  ordered  from  companies  other  than 
those  who  completed  the  foreclosure.  As  a  result,  many  times  the 
reports  are  incorrect  and  the  vendor  will  not  insure  the  results  of 
the  foreclosure  sale.  Additional  time  is  spent  resolving  title  excep- 
tions that  would  not  have  appeared,  had  the  FDIC  obtained  the  re- 
port from  the  company  with  the  foreclosure  file. 

Prior  to  contracting,  we  had  a  lengthy  list  of  appraisers  with 
proven  performance.  If  an  appraiser  proved  incompetent,  he  was 
removed  from  the  list.  A  typical  appraisal  for  a  single-family  home 
could  be  obtained  in  2  to  4  weeks,  at  a  cost  of  $250  to  $500.  ' 

Today,  again,  several  forms  must  be  filled  out  and  forward  to 
contracting.  They  obtain  proposals  from  several  appraisers  before 
placing  the  order.  The  cost  quotes  for  appraisals  now  vary  dras- 
tically, and  single-family  appraisals  can  cost  up  to  $2,000.  If  there 
is  not  sufficient  funds  budgeted  for  the  appraiser  chosen  by  the 
contracting  unit,  the  order  is  returned  to  the  account  officer.  The 


1  The  prepared  statement  of  Mr.  Masucci  appears  on  page  65. 
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process  has  more  than  doubled  the  amount  of  time  it  takes  to  ob- 
tain an  appraisal. 

Contracting  has  signed  up  thousands  of  appraisals  and  the  ac- 
count officer  has  no  say  in  who  is  chosen  for  the  assignment.  The 
contracting  employees  who  make  the  decisions  are  often  clerical 
employees  who  have  had  no  training  in  or  understanding  of  the  ap- 
praisal process.  Many  of  these  appraisers,  while  certified,  lack  the 
expertise  and  training  to  properly  appraise  our  assets. 

As  a  result,  appraisals  are  often  overstated  or  completed  in  an 
incompetent  manner.  The  appraisal  must  then  be  sent  to  the  ap- 
praisal review  department.  Again,  they  contact  out  the  review 
through  the  contracting  unit.  This  takes  weeks.  Sometimes,  the  ac- 
count officer  must  order  a  second  appraisal.  When  the  second  ap- 
praisal arrives,  both  appraisals  are  sent  to  the  appraisal  review  for 
reconciliation.  Reconciliation  is  usually  contracted  out. 

Even  if  the  account  officer  knows  the  value  of  the  asset  after 
input  from  local  brokers,  and  even  if  the  second  appraisal  substan- 
tiates the  reported  value,  it  must  go  to  appraisal  review,  if  the  first 
appraisal's  value  is  a  substantial  variance  from  the  second.  Again, 
it  can  take  many  weeks  to  months  to  reconcile  the  values  to  where 
we  can  establish  a  value  our  managers  will  accept. 

We  have  a  60-day  rule  at  my  office:  All  real  estate  must  be  listed 
within  60  days  of  acquisition.  There  are  exceptions,  but  having  a 
bad  appraisal  is  often  not  an  acceptable  excuse.  This  results  in  the 
account  officer  being  forced  to  list  the  asset  for  sale  at  a  price  far 
above  the  asset's  true  value. 

I  currently  have  listed  an  asset  at  $829,000.  This  is  105  percent 
of  its  appraised  value,  105  percent  being  the  required  list  price  of 
most  assets.  Every  indicator  I  have  from  area  brokers  and  others 
with  knowledge  of  real  estate  value  indicate  the  asset  is  worth  no 
more  than  $450,000,  and  it  will  probably  sell  for  less. 

I  have  a  second  appraisal  on  order.  However,  by  the  time  it  ar- 
rives and  is  reconciled  to  establish  the  true  value  of  the  asset,  the 
property  will  be  placed  in  an  auction  and  sold  for  a  fraction  of  its 
value.  It  is  very  difficult  to  talk  a  broker  into  accepting  these  in- 
flated listings,  and  it  tends  to  make  the  FDIC  look  foolish.  I  have 
been  forced  to  list  several  assets  at  exorbitant  prices,  since  the 
onset  of  contracting  and  the  implementation  of  the  60-day  rule. 

Another  example  of  how  contracting  and  management  have  com- 
plicated the  marketing  process:  We  have  a  property  located  in  Los 
Angeles.  Contracting  contracted  the  appraisal  to  a  firm  located  in 
Florida  who  had  an  office  in  the  San  Francisco  area.  They  valued 
the  asset  at  $1.1  million.  Every  local  broker  contacted  to  provide 
listing  proposals  indicated  a  value  in  the  $400,000  range,  and  this 
has  yet  to  be  resolved. 

Overall,  the  quality  of  FDIC  ordered  appraisals  has  taken  a  nose- 
dive, while  the  costs  associated  with  their  acquisition  have  sky- 
rocketed. 

FDIC  REO  account  officers  all  have  backgrounds  in  the  market- 
ing of  real  estate.  The  FDIC  pays  us  a  lot  of  money  for  our  knowl- 
edge and  expertise.  In  the  past,  we  could  pick  listing  agents  for  our 
properties  based  upon  past  proven  performance  or  the  content  of 
their  market  evaluation  of  the  property.  David  Broderick,  a  former 
real  estate  department  head,  encouraged  the  repeated  use  of  an 


20 

agent,  if  the  agent  gave  superior  performance.  Our  network  of  ag- 
gressive agents  sold  the  properties  faster  and  for  more  money  than 
typical  agents. 

Today,  the  contracting  unit  chooses  the  listing  agent  and  the 
process  is  lengthy,  cumbersome  and  frustrating.  They  allow  the  ac- 
count officer  to  suggest  some  brokers  to  whom  requests  for  listing 
proposals  will  be  sent.  However,  they  will  add  other  brokers  from 
their  national  database. 

When  the  packages  arrive,  they  are  forwarded  to  the  account  offi- 
cer for  evaluation.  The  evaluations  are  returned  with  recommenda- 
tions to  the  contracting  unit,  and  then  the  contracting  employee 
will  either  concur  with  the  recommendation  or  make  a  different 
choice. 

The  contracting  employee  empowered  to  make  the  choice  is  a 
lower-grade  technician,  with  no  background  in  real  estate.  She  re- 
cently informed  me  that  she  intended  to  make  all  broker  selections 
for  future  listings,  regardless  of  our  recommendations.  In  order  to 
meet  the  60-day  rule,  the  title  report,  appraisal,  and  listing  propos- 
als must  be  ordered  immediately  upon  acquisition  of  the  property. 
Management  has  in  the  past  dealt  harshly  with  employees  who 
missed  their  deadline. 

In  the  San  Francisco  Region,  the  managers  who  make  the  deci- 
sions regarding  real  estate  sales  have  little,  if  any,  background  in 
real  estate.  As  a  result,  their  policies  and  decisions  often  contradict 
good  marketing  practices. 

One  of  their  poorest  marketing  practices  is  the  repeated  use  of 
auctions.  While  account  officers  cannot  typically  negotiate  offers 
below  90  percent  of  appraised  value  during  the  first  6  months  of 
marketing,  80  percent  thereafter,  the  auction  can  contain  reserves 
as  low  as  20  percent  of  appraised  value  or  less. 

At  an  auction  conducted  in  August  of  1993,  only  24  of  the  49  as- 
sets sold.  The  total  appraised  value  of  the  sold  assets  was 
$4,349,500.  The  sales  prices  totaled  $3,007,000  or  a  little  over  69 
percent  of  their  appraised  values,  and  these  results  are  typical. 

The  best  deal  of  the  day  was  $50,000  for  a  parcel  of  land  ap- 
praised for  $153,000.  The  32.68  percent  appraised  value  sale  was 
then  financed  by  the  FDIC.  One  buyer  purchased  seven  properties 
from  the  FDIC  at  60  percent.  The  FDIC  financed  30.60  percent  of 
the  total  dollars  of  the  sale.  That  is  $920,000  of  the  $3,007,000  pur- 
chase prices. 

The  FDIC  pays  for  all  advertising  for  these  auctions,  plus  gives 
the  auction  company  a  full  6  percent  commission.  Unlike  a  typical 
real  estate  agent,  the  auction  company  does  little  to  no  follow-up 
to  see  that  the  sale  closes.  All  of  the  work  typically  done  by  the  real 
estate  agent  falls  on  the  back  of  the  account  officer.  Many  times, 
the  advertising  is  insufficient  to  properly  promote  the  auction. 

It  is  not  unusual  for  properties  to  be  placed  into  an  auction  after 
little  or  no  prior  exposure  to  the  market.  Prior  to  the  August  auc- 
tion, an  account  officer  had  gone  through  all  the  procedures  to  list 
several  properties,  only  to  be  forced  to  cancel  those  listings  2  or  3 
weeks  later,  as  his  manager  made  the  decision  to  auction  those  as- 
sets. 

Several  months  of  market  exposure  were  lost  on  the  25  prop- 
erties that  did  not  sell  in  August.  The  auction  company  was  given 
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a  60-day  post-auction  exclusive  listing  period  in  which  to  sell  the 
assets  at  the  reserve  prices.  Many  potential  buyers  are  now  aware 
that  the  FDIC  conducts  quarterly  auctions  in  the  Western  Region. 
As  a  result,  we  receive  many  "low  ball"  offers  on  our  listed  prop- 
erties. The  REO  department's  in-house  staff  averages  95  to  105 
percent  of  appraised  values  on  sales,  and  the  marketing  periods  are 
usually  6  months  or  less.  Auctions  are  not  cost-effective. 

The  Irvine  office  is  attempting  to  obtain  authorization  to  conduct 
an  auction  the  first  quarter  of  1994.  Sixty-two  properties  are  being 
offered.  Their  appraised  values  are  a  little  over  $17  million,  while 
proposed  reserves  total  only  $4,999,000  or  29  percent  of  their  re- 
spective appraised  values. 

Historically,  utilizing  in-house  staff,  the  FDIC  could  expect  to  sell 
these  properties  for  92  percent  of  their  appraised  values,  or 
$15,700,000. 

Senator  Levin.  Let  me  interrupt  you,  Mr.  Masucci. 

Mr.  Masucci.  Yes,  sir. 

Senator  Levin.  We  need  time  for  questions,  and  if  it  is  not  a 
problem,  let  me  put  the  rest  of  it  in  the  record.  We  have  read  the 
statement  by  the  way.  We  have  your  written  statements  and  we 
have  read  them  and  we  will  have  more  time  for  questions,  and  we 
will  put  the  balance  in  the  record. 

Mr.  Masucci.  Very  good. 

Senator  Levin.  Thank  you. 

Mr.  Hernandez? 

TESTIMONY  OF  RAMON  HERNANDEZ,1  LITIGATION  REVIEW 
SPECIALIST,  FEDERAL  DEPOSIT  INSURANCE  CORPORATION, 
CHICAGO,  H. 

Mr.  Hernandez.  Thank  you,  Mr.  Chairman. 

I  have  been  employed  by  the  Federal  Deposit  Insurance 
Corporation 

Senator  Levin.  Let  me  just  say  one  thing  to  Mr.  Masucci.  Excuse 
me  for  interruption. 

At  the  end  of  your  statement,  you  express  a  fear  of  retaliation. 

Mr.  Masucci.  A  very  strong  fear. 

Senator  Levin.  I  know  that  Senator  Cohen  and  I  both  feel  very, 
very  strongly  about  there  not  being  any  retaliation  for  what  we  call 
whistleblowing  or  coming  forth  and  testifying  before  a  congres- 
sional Committee,  and  we  and  our  staffs  will  follow  this  matter 
very  closely  and  we  will  do  everything  that  we  possibly  can  to  be 
sure  that  you  are  treated  no  differently  because  of  your  willingness. 
And  we  are  very  pleased  that  we  do  have  employees  who  are  will- 
ing to  come  forward  and  testify. 

So  if  there  is  any  evidence  of  this,  please  promptly  notify  us  of 
that  and  we  will  take  appropriate  action  at  the  time. 

Mr.  Masucci.  I  think  more  of  these  temporary  employees  would 
come  forward,  if  it  was  not  fear  of  retaliation. 

Senator  Levin.  We  have  tried  to  put  in  place  a  very  strong  whis- 
tleblower  law.  We  have  toughened  those  laws,  but  still  there  is  re- 
taliation that  goes  on  out  there,  and  we  know  it.  But  if  there  is  any 


xThe  prepared  statement  of  Mr.  Hernandez  appears  on  page  72. 
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evidence  of  that,  let  us  and  our  staff  know  it  promptly,  and  we  will 
take  whatever  action  is  appropriate. 

Mr.  Masucci.  Thank  you. 

Senator  Levin.  Mr.  Hernandez? 

Mr.  Hernandez.  Thank  you,  Mr.  Chairman. 

Senator  Cohen.  Mr.  Hernandez,  could  you  also  try  and  summa- 
rize your  statement?  We  have  two  more  panels  to  go  through  and 
we  want  time  to  question  each  of  you  at  the  end  of  your  testimony. 

Mr.  Hernandez.  Yes,  sir. 

Like  I  said,  I  have  been  employed  by  the  FDIC  as  a  liquidation 
grade  or  LG  employee  for  the  past  8  years.  My  experience  prior  to 
coming  to  the  FDIC  was  that  of  a  collector.  My  training  as  a  collec- 
tor was  to  convince  a  debtor  that  it  was  to  his  or  her  benefit  to  pay 
off  their  obligation  or  settle  the  debt.  My  ability  to  reach  a  settle- 
ment or  repayment  as  quickly  as  possible  was  always  the  measur- 
ing rule  by  which  I  was  a  successful  collector  or  not.  However,  at 
the  FDIC,  it  is  impossible,  because  of  the  time  that  it  takes  to  gain 
authority  to  do  anything. 

To  summarize  my  statement  is  very  simple:  As  a  collector  for  the 
FDIC,  I  lack  authority  to  do  anything.  In  15  years  to  18  years  of 
experience  in  credit  and  collections,  the  twO  words  I  have  never 
been  able  to  use  at  the  FDIC  is  "yes"  or  "no,"  yes,  I  accept  your 
deal  or  no,  I  don't,  because  I  have  to  go  through  an  approval  proc- 
ess before  I  can  make  those  statements. 

The  approval  process  is  a  result  of  the  type  of  workforce  that  the 
FDIC  has.  It  has  two  types  of  employees,  GG  employees,  which  are 
government  grade  employees  or  in  permanent  workforce,  and  LG 
employees  who  are  temporary  employees.  The  majority  of  that 
workforce,  over  80  percent  of  that  workforce  is  LG  employees,  and 
because  of  the  temporary  nature  of  that  employee,  the  corporation 
looks  upon  them  as  a  workforce  that  should  not  be  given  any  type 
of  authority  to  make  any  decisions,  because  they  are  not  going  to 
be  around  for  very  long.  Well,  I  am  already  into  my  9th  year  with 
the  corporation. 

Because  of  the  lack  of  authority,  you  have  a  very  small  group  of 
people  that  make  decisions  in  the  FDIC.  In  my  office,  there  are  ap- 
proximately 600  employees.  Out  of  the  600  employees,  roughly  45 
people  have  any  kind  of  delegated  authority  to  do  any  kind  of  ac- 
tion. In  reality,  there  is  only  about  20  people  who  really  have  any 
kind  of  significant  authority  to  do  anything. 

Of  course,  what  happens  is  there  is  a  funnel-type  situation, 
where  you  have  a  large  workforce  and  the  decisions  are  made  by 
a  very  small  group  of  people.  Those  decisions  are  delayed  some- 
times, because  of  workload  of  those  20  individuals,  because  of  the 
complexity  of  the  issues,  because  of  the  number  of  issues  that  come 
up.  So  there  is  a  tendency  to  delay  decision-making,  just  because 
of  the  volume  that  they  receive  and  because  there  is  such  a  small 
group  of  people  that  can  make  any  decisions. 

All  account  officers,  whether  it  is  Dan  or  myself,  have  a  written 
case  format  process  we  have  to  go  through  to  gain  authorization  to 
do  anything.  The  case  format  can  contain  a  voluminous  number  of 
pages.  I  mean  I  have  seen  cases  that  are  literally  6  inches  high  of 
written  text  and  attachments  to  support  the  process.  This  case  sys- 
tem has  to  go  through  several  different  levels  of  authority  before 
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it  gets  approval.  Every  level  of  authority  has  the  right  to  return 
that  case  for  corrections,  it  can  be  writing  style,  grammatical  er- 
rors, just  simple  business  decisions,  errors  that  are  made,  computa- 
tions that  need  to  be  incorrect,  whatever  the  situation  might  be. 

What  happens  is  a  tendency  to  have  these  cases  fall  into  a  loop, 
a  loop  of  corrections,  a  department  head,  a  section  chief,  an  assist- 
ant managing  liquidator,  the  managing  liquidator  does  not  like  a 
case  for  a  particular  reason,  and  it  is  sent  back  to  the  account  offi- 
cer to  get  corrected.  This  process  can  take  a  week,  can  take  a 
month,  can  take  several  months  to  get  through,  because  at  each 
level  it  depends  on  the  workload  of  that  level  of  that  individual,  it 
depends  on  how  many  cases  he  has  to  review  that  week.  It  depends 
on  whether  he  is  going  to  be  going  out  on  a  bank  closing,  whether 
he  has  to  attend  meetings,  what  is  his  volume,  what  is  his  schedule 
coming  up,  how  many  cases  can  he  get  through,  how  quickly  can 
he  make  that  decision. 

He  really  does  not  make  a  decision.  He  just  approves  the  case  to 
go  out  to  the  next  level.  The  credit  manual,  which  is  basically  our 
bible,  clearly  states  that  decisions  should  not  be  hampered  by  ei- 
ther the  writing  style  or  grammatical  errors  in  the  case.  Most  of 
the  corrections  that  the  cases  go  through  are  exactly  that,  gram- 
matical errors,  writing  style,  a  particular  supervisor  does  not  like 
the  style  that  that  paragraph  was  written  in,  so  he  wants  it  cor- 
rected to  his  particular  style. 

I  did  a  quick  summary  of  what  the  case  consists  of  in  my  written 
statement,  the  different  parts  of  the  body,  the  different  attach- 
ments that  have  to  be  there.  A  case  can  be  as  small  as  five  pages 
or  it  can  be  as  big  as  100  pages,  depending  on  the  complexity  of 
the  issues.  It  can  take  two  days,  it  can  take  one  day  to  write  it, 
it  can  take  a  month  to  write  it.  It  can  take  one  or  two  days  to  get 
it  approved,  or  it  can  take  several  months  to  get  it  approved. 

The  process  itself  is  one  that  hinders  a  quick  settlement  and  a 
quick  decision-making  process.  The  LG  workforce,  as  well  as  the 
GG  workforce  that  is  there,  the  account  officers  are  very  experi- 
enced individuals.  I  don't  have  the  experience  that  Dan  has.  I 
never  worked  real  estate.  Mine  was  strictly  as  a  telephone  collec- 
tor. But  you  have  a  large  percentage  of  account  officers  who  were 
very  high  up  in  the  decision-making  level  in  the  private  sector. 
They  worked  for  lending  institutions,  for  mortgage  companies,  for 
whoever  it  was,  and  they  were  high  up  in  the  ladder  of  the  deci- 
sion-making process. 

When  they  came  to  the  FDIC,  the  one  thing  they  learn  is  that 
their  experience  and  knowledge  is  irrelevant,  because  they  cannot 
make  a  decision.  Decisions  are  made  by  people  who  sometimes 
have  far  less  experience  than  they  do,  and  that  whole  process  just 
creates  a  gridlock  and  does  not  allow  things  to  be  settled  in  a  quick 
fashion. 

That  is  the  easy  way  of  summarizing  my  entire  statement.  I 
thank  you  very  much  for  this  opportunity. 

Senator  Levin.  Thank  you,  Mr.  Hernandez. 

What  I  told  Mr.  Masucci  applies  equally  to  you  or  any  other  em- 
ployee who  comes  forward,  so  we  will  leave  it  at  that. 

Senator  Cohen? 

Senator  Cohen.  Thank  you,  Mr.  Chairman. 
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I  am  going  to  focus  some  comments  made  earlier  by  Mr.  Hess, 
just  to  point  out  for  those  who  may  be  watching  either  internally 
here  or  those  in  the  audience:  What  Mr.  Hess  said  earlier  about 
most  of  these  people  being  honest,  hard-working  citizens  has  been 
borne  out  by  my  own  experience.  I  see  a  man  in  the  audience  today 
from  my  home  State  of  Maine,  from  Bangor,  my  home  town,  who 
was  literally  wiped  out  by  the  FDIC  and  RECOLL  Management, 
which  was  the  FDIC's  contracting  company  to  collect  or  liquidate 
loans. 

What  happens  is,  when  a  bank  fails  similar  to  a  situation  in 
Maine  where  a  Maine  bank  did  not  fail  itself,  although  it  happened 
to  be  an  affiliate  of  a  New  England  bank  that  failed — you  have  a 
solid  bank  operating  for  example  in  my  own  State,  where  people 
have  deposits  on  hand,  life  is  going  on,  they  are  making  their  pay- 
ments every  month,  and  suddenly  there  is  a  failure  by  its  parent 
bank  in  New  England,  and  this  affiliate,  that  is,  the  solid  bank  in 
Maine,  that  gets  thrown  into  the  pile  of  bank  failures  as  well.  Sud- 
denly the  FDIC  or  RECOLL  comes  in  and  they  say  we  want  your 
entire  outstanding  balance  on  your  loan  now. 

They  have  what  they  call  performing/non-performing  loans.  This 
is  where  individuals  were  making  every  payment  and  never  missed 
a  payment.  They  were  solid  citizens,  and  suddenly  they  are  told 
come  up  with  $300,000  or  we  want  $1  million.  If  $2  million  was 
the  initial  loan  balance  and  it  had  been  paid  down  to  $1  million, 
the  FDIC  and  RECOLL  would  call  in  the  $1  million  balance  and 
threaten  to  take  everything.  Of  course,  in  this  situation,  with  the 
credit  crunch  that  exists  in  the  country,  you  cannot  go  to  a  bank 
and  get  a  loan  for  $1  million  or  $300,000  or  $100,000.  These  people 
who  had  been  going  to  work,  saving  their  money,  paying  their 
loans  suddenly  were  out  in  the  street.  People  lost  their  businesses, 
they  lost  their  homes,  they  lost  their  whole  sense  of  integrity  and 
self-worth.  They  were  devastated  by  what  took  place  or  what  is 
taking  place. 

Mr.  Hess,  when  you  talk  abut  this,  it  rings  a  bell  with  me.  I  have 
seen  it  first-hand,  and  I  saw  auditoriums  full  of  people  in  Maine 
and  Massachusetts.  These  people  filled  the  auditoriums  and  told 
similar  stories  to  what  you  have  told,  and  we  have  not  even  begun 
to  tell  some  of  the  other  horror  stories  you  said  were  too  bad  to 
even  mention  today. 

I  want  to  go  back  and  learn  from  your  experience.  The  GAO  has 
said  that  the  FDIC  relies  upon  inaccurate,  unreliable  information. 
You  mentioned  that  you  purchased  roughly  $30  million  of  loans? 

Mr.  Hess.  Yes,  sir. 

Senator  Cohen.  Out  of  that  $30  million,  $18  million,  either  they 
had  already  paid  the  loans  off,  they  had  represented  to  you  that 
these  loans  were  due  and  payable  and,  in  fact,  the  loans  had  either 
been  paid  off  or  the  loans  were  unsecured  when  they  should  have 
been  secured  or  otherwise  they  were  deficient? 

Mr.  Hess.  Yes,  sir. 

Senator  Cohen.  Then  I  understand  that  you  went  back  to  the 
FDIC  and  said  I  want  my  money  back,  I  bought  some  loans  that 
were  represented  to  be  something  quite  different  than  what  I  have 
here.  Perhaps  you  can  tell  the  story,  but  my  understanding  is  they 
refused  initially. 
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Mr.  Hess.  Yes,  they  did,  Senator,  they  refused  for  about  7 
months.  They  continually  refused.  We  proved  to  them  in  black  and 
white  they  were  wrong.  And  we  proved  to  them  with  not  just  one 
attorney's  opinion,  but  two  attorneys'  opinions,  we  proved  them 
against  the  ownership  and  encumbrance  reports  which  we  were  not 
allowed  to  take  prior  to  buying  the  loans.  They  have  tried  every- 
thing under-handed,  everything  low-life  to  beat  us  down,  but  I 
guess  I  was  just  too  dumb  to  quit. 

Senator  Cohen.  So  you  contacted  the  Chairman  of  the  FDIC? 

Mr.  Hess.  Twenty-five  times. 

Senator  Cohen.  Twenty-five  times. 

Mr.  Hess.  I  tried  and  he  never  took  a  call. 

Senator  Cohen.  And  you  contacted  your  Senators  a  couple  of 
times? 

Mr.  Hess.  Yes,  sir,  Senator  Al  Simpson  and  Malcolm  Wallop. 

Senator  Cohen.  Finally,  you  were  able  to  get  your  money  back? 

Mr.  Hess.  When  I  went  to  the  GAO,  the  GAO  did  the  reports  and 
the  FDIC  knew  they  were  had,  so  they  might  as  well  give  up. 

Senator  Cohen.  Tell  us  what  happened  after  that  in  terms  of 
what  the  FDIC  gave  back  to  you.  My  understanding  is  that  you 
had  a  series  of  loans  in  this  particular  portfolio,  and  that  in  some 
of  the  loans  you  might  have  paid,  let  us  say,  11  cents  on  the  dollar. 

Mr.  Hess.  I  paid  8  cents,  27  cents  and  33  cents  and  13  cents  on 
the  four  packages. 

Senator  Cohen.  Now,  on  some  of  those,  when  they  repaid  you, 
did  they  overpay  you? 

Mr.  Hess.  Yes,  sir,  they  did.  I  tried  to  convince  them  that  on  the 
loans  that  I  had  paid  8.1  cents  for,  they  paid  me  pack  8.1  cents 
plus  the  5  percent.  On  the  loans  with  the  30  cents,  the  same  thing, 
and  27  cents  the  same  thing,  13  cents  the  same  thing.  But  they  av- 
erage these  out  to  18.12  cents,  and  I  had  bought  $13  million  worth 
of  what  we  call  non-performing  loans,  unsecured  loans,  pretty 
much  collateral  was  gone-type  loans,  and  they  paid  me  18.12  cents 
and  I  paid  8  cents  for  them  when  I  bought  them.  So  if  I  could  do 
that  every  day,  I  could  make  lots  of  money. 

Senator  Cohen.  And  you  went  back  to  the  FDIC  to  try  to  tell 
them  they  were  overpaying  you  on  the  ones  you  paid  8  cents,  they 
were  giving  you  18  cents  and  13  cents? 

Mr.  Hess.  Yes,  sir,  they  said  mind  my  own  business,  they  would 
do  it  the  way  they  wanted  to. 

Senator  Cohen.  And  do  you  have  any  idea  how  much  money  you 
realized  as  a  result  of  that? 

Mr.  Hess.  I  have  not  calculated  it,  but  I  should  have.  It  would 
have  been  a  humorous  amount. 

Senator  Cohen.  A  humorous  amount  or 

Mr.  Hess.  Humorous,  the  whole  thing  was  humorous,  or  enor- 
mous, I  should  say  for  your  benefit.  [Laughter.] 

Senator  Cohen.  You  indicated  that  you  and  other  investors  have 
been  able  to  make  as  much  as  200  to  400  percent  on  these  loans. 

Mr.  Hess.  Yes,  sir. 

Senator  Cohen.  Could  you  tell  us  why  you  are  able  to  do  this  or 
how  you  are  able  to  do  this?  Is  this  because  you  have  better  infor- 
mation than  the  FDIC?  What  do  you  do  that  is  different  than  what 
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the  FDIC  could  do,  or  can  you  do  as  a  private  citizen  things  that 
they  are  prohibited  by  regulation  or  whatever  reason  from  doing? 

Mr.  HESS.  I  do  nothing  illegal.  I  call  the  people  and  ask  them 
what  they  would  like  to  do,  have  them  come  in  and  sit  down  and 
talk  to  me  and  ask  them  what  they  want  to  do,  not  what  I  want 
them  to  do.  They  always  come  up  with  something  better  than  what 
I  would.  The  people  are  people  that  definitely  want  their  records 
cleared  up,  they  want  their  financial  futures  back  and  their  past 
back,  and  they  want  to  pay. 

The  FDIC,  these  guys  might  as  well  be  ricocheting  their  fore- 
heads off  the  wall,  because  they  do  not  get  anything  done,  anyway, 
and  the  reason  they  do  not  is  they  are  not  allowed  to. 

Senator  Cohen.  You  indicated  before  that  the  FDIC  has  tried  to 
discredit  you  in  1990  and  1991.  No.  1,  I  would  like  to  know  how 
and  why  they  tried  to  discredit  you?  No.  2,  did  you  continue  to  do 
business  with  them  after  they  tried  to  discredit  you? 

Mr.  Hess.  I  did  not  really  have  an  opportunity,  because  the 
FDIC  stopped  sending  me  big  packages.  They  did  not  want  any 
more  to  do  with  me. 

Senator  Cohen.  What  happened  in  1990  and  1991? 

Mr.  Hess.  Well,  they  pretty  much  just  shut  me  off  and  said  you 
will  never  get  any  FDIC  loan  package.  Consequently,  they  were 
right,  I  have  not. 

Senator  Cohen.  But  what  was  the  reason  for  shutting  you  off? 

Mr.  Hess.  Because  I  pretty  much  told  them  what  was  going  on 
or  beat  them  at  their  own  game,  I  guess.  I  don't  know  why.  I  can- 
not think  like  the  FDIC,  thank  God.  The  loans  have  been  very, 
very  successful  for  me  and  I  hope  that  I  have  not  hurt  very  many 
people  in  the  process. 

Senator  Cohen.  Now,  the  FDIC  claims  that  there  does  not  ap- 
pear to  be  any  concrete  evidence  available  that  would  argue  that 
an  individual  asset  disposition  strategy — a  nice  fancy  word  for 
asset  sale — generates  higher  returns  than  bulk  sales.  My  under- 
standing of  the  way  they  do  it  is  they  will  take  some  bad  loans  and 
some  more  attractive  loans  and  put  them  together  in  a  package 
and  they  offer  them  at  an  auction  and  say  this  is  a  more  efficient 
way  of  doing  it.  Can  you  tell  us  whether  or  not  bulk  sales  are  more 
efficient,  from  your  perspective  as  an  investor,  than  individual 
asset  disposition? 

Mr.  Hess.  The  individual  asset  is  pretty  time-consuming  for  the 
FDIC,  but  what  the  FDIC  has  done  is  taken  most  of  its  potential 
buyers  and  just  uprooted  them.  I  mean  they  cannot  come  up  with 
$20  million  cash  to  buy  $100  million  worth  of  loans.  They  have 
bulked  sales.  They  have  put  too  much  bulk  in  their  sales  for  the 
smaller  people. 

I  get  calls  every  day,  people  want  to  go  into  this  business  and 
they  want  to  know  how  much  money  they  are  going  to  need,  and 
they  want  to  know  what  I  started  with.  I  started  8  years  ago  with 
$22,000. 

Senator  Cohen.  And  you  were  in  business  with  your  son? 

Mr.  Hess.  Yes,  sir,  my  son  is  an  employee  of  mine,  yes. 

Senator  Cohen.  And  the  two  of  you  were  able  to  handle  pur- 
chases of  $30  million? 
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Mr.  Hess.  Very  easily,  very,  very  easily.  The  FDIC  called.  Al 
DeSanis  called  and  says  we  at  the  FDIC  office  in  Denver  have  col- 
lected $4  million.  I  said  I  am  proud  of  you,  I  am  glad  to  see  the 
government  is  at  work.  He  says  how  much  have  you  collected?  I 
said  we  have  collected  $2  million.  He  said,  by  the  way,  how  many 
employees  do  you  have?  I  said  two.  I  asked  him  how  many  he  had, 
and  he  said  200.  I  said  that  sounds  about  right. 

Senator  Cohen.  So  with  two  people,  you  have  been  able  to 
collect 

Mr.  Hess.  50  percent  of  what  200  have. 

Senator  Cohen.  Over  the  same  period. 

Mr.  Hess.  And  we  had  one-fifth  the  assets  at  our  disposal  that 
the  FDIC  had. 

Senator  Cohen.  Have  you  ever  had  any  loans  that  the  FDIC 
claimed  to  be  valueless,  without  value? 

Mr.  Hess.  Oh,  yes. 

Senator  Cohen.  And  did  they  prove  to  be  without  value  to  you? 

Mr.  Hess.  It  is  kind  of  like  Christmas.  There  is  always  some  sur- 
prises in  these  loans  that  have  no  value. 

Senator  Cohen.  Have  you  always  found  value  in  them? 

Mr.  Hess.  The  majority  of  the  time,  I  found  value  in  every  loan 
I  have  bought,  unless  it  has  been  sold  3  to  5  years  sooner  and  col- 
lected. 

Senator  Cohen.  Have  you  ever  had  access  to  the  FDIC  loan  files, 
to  look  at  their  appraisal  of  values? 

Mr.  Hess.  Yes,  sir. 

Senator  Cohen.  Can  you  give  us  your  opinion  of  what  you  have 
seen? 

Mr.  Hess.  It  is  humorous. 

Senator  Cohen.  Be  a  little  more  specific. 

Mr.  Hess.  There  is  not  much  validity  to — well,  let  me  give  you 
an  example,  a  prime  example.  The  FDIC  appraised  a  piece  of  prop- 
erty five  times  at  $2  to  $2.2  million.  I  bought  it  from  the  FDIC  as 
a  trustee  of  an  estate.  The  day  after  I  bought  it  from  the  FDIC  for 
$1.6  million,  I  sold  it  for  $6  million. 

Senator  Cohen.  Do  you  want  to  say  it  slowly  again?  You  paid 
$1.6  million? 

Mr.  Hess.  It  was  appraised  at  $2  to  $2.2  million  five  times  by 
the  FDIC's  appraisers.  I  bought  it,  agreed  for  full  settlement  to 
purchase  it  at  $1.6  million.  The  day  after  I  purchased  it  for  $1.6 
million,  I  sold  it  for  $6  million. 

Senator  Cohen.  Now,  did  you  know  something  the  FDIC  did  not 
know? 

Mr.  HESS.  No,  sir,  I  did  not,  because  there  were  several  attorneys 
working  on  this,  several  attorneys. 

Senator  Levin.  Was  that  last  package  sold  at  an  auction  to  you? 

Mr.  Hess.  No,  sir,  it  was  sold  on  a  closed  bid.  You  had  to  bid  on 
the  packages.  I  will  not  buy  at  an  auction.  Well,  I  guess  I  will  not 
buy  anything  from  the  FDIC,  they  will  not  allow  me  to,  but  that 
is  my  problem. 

Senator  Levin.  Were  others  allowed  to  bid  on  the  package  that 
you  paid  $1.6  million  for? 

Mr.  Hess.  Pardon  me,  sir? 
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Senator  Levin.  Were  others  allowed  to  bid  for  the  package  that 
you  paid  $1.6  million  for? 

Mr.  Hess.  No,  this  was  a  single  asset.  I  just  did  it  10  days  ago. 

Senator  Levin.  But  were  others  allowed  to  put  in  a  bid  for  that 
same  asset? 

Mr.  HESS.  No,  it  was  in  a  bankruptcy.  I  am  the  trustee  of  the 
bankruptcy  and  that  is  why  I  purchased  it  from  the  FDIC. 

Senator  Levin.  I  am  a  little  confused.  Why  was  that  not  avail- 
able to  anybody  else  who  would  want  to  buy  it? 

Mr.  Hess.  Because  it  was  final  and  full  settlement  with  the 
FDIC  as  far  as  extensive  lawsuits  in  a  Chapter  7  bankruptcy. 

Senator  Levin.  Who  was  in  bankruptcy? 

Mr.  Hess.  Dakota  Minerals,  which  is  a  corporation  and  I  was  as 
trustee,  sir. 

Senator  Levin.  In  a  bankruptcy  court? 

Mr.  Hess.  Yes,  sir. 

Senator  Levin.  In  the  Federal  District  Court? 

Mr.  Hess.  Yes,  sir. 

Senator  Levin.  Isn't  a  trustee  in  bankruptcy  required  to  get  as 
much  money  as  they  possibly  can  for  an  asset  in  bankruptcy? 

Mr.  Hess.  That  may  be  so,  but  I  wanted  to  buy  the  FDIC  out 
for  as  little  as  I  could,  sir.  I  was  the  bankruptcy  trustee. 

Senator  Levin.  You  have  the  fiduciary  duty  to  the  bankrupt  es- 
tate to  get  as  much  money  as  you  can  for  it,  is  that  not  right? 

Mr.  Hess.  Yes,  sir,  if  I  was  selling  it,  but  I  was  not.  I  was  buying 
it. 

Senator  Levin.  Well,  you  were  also  selling  it,  were  you  not? 

Mr.  Hess.  No. 

Senator  Levin.  The  trustee  in  bankruptcy  usually  sells  assets  in 
bankruptcy. 

Mr.  Hess.  That  is  true,  but  I  had  to  get  it  bought  first.  That  is 
why  I  bought  it  for  $1.6  million  and  sold  it  for  $6  million.  That 
money  goes  into  the  estate. 

Senator  Levin.  So  as  the  trustee  in  bankruptcy,  you  bought  it  for 
$1.6  million  and  then  sold  it  for  $6  million? 

Mr.  Hess.  Yes,  sir. 

Senator  Levin.  And  the  $6  million  went  into  the  estate? 

Mr.  Hess.  Yes,  sir. 

Senator  Levin.  And  did  the  bankrupt  party  have  some  right  to 
purchase  that  back  from  the  FDIC? 

Mr.  Hess.  Yes,  they  did  have  that  right  to  purchase  that  back, 
and  the  reason  they  did  is  because  of  lengthy  litigation  and  illegal- 
ities created  by  the  FDIC. 

Senator  Levin.  So  that  was  not  an  asset  which  anybody  could 
have  bid  on  at  the  FDIC.  That  was  an  asset  which  the  bankrupt 
had  some  rights  to  get  back  from  the  FDIC? 

Mr.  Hess.  With  all  due  respect,  sir,  the  question  was  what  I 
thought  of  the  appraisals  that  FDIC  does,  and  it  was  from  five  ap- 
praisals from  $2  to  $2.2  million.  That  is  why  I  brought  up  that  ex- 
ample. 

Senator  Levin.  I  see. 

Mr.  Hess.  I  did  not  mean  to  confuse  anyone. 

Senator  Levin.  You  have  indicated  that  you  were  making  200  to 
400  percent.  I  thought  it  was  on  purchases  of  assets. 
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Mr.  HESS.  Yes,  sir. 

Senator  Levin.  These  were  not  purchased  at  an  auction,  though? 

Mr.  Hess.  No,  sir,  they  were  bulk  sales. 

Senator  Levin.  But  are  not  bulk  sales  sold  to  the  highest  bidder? 

Mr.  Hess.  Yes,  sir. 

Senator  Levin.  So  you  were  the  highest  bidder? 

Mr.  Hess.  Yes,  sir. 

Senator  Levin.  What  is  the  difference  between  being  the  highest 
bidder  and  buying  it  at  an  auction?  I  am  not  sure. 

Mr.  Hess.  At  auction,  that  is  a  new  method  that  the  FDIC  has 
come  up  with  to  confuse  the  public  dramatically. 

Senator  Levin.  But  you  were  the  highest  bidder  at 

Mr.  Hess.  At  the  bulk  sales,  you  put  in  a  sealed  bid,  and  if  you 
are  successful,  you  receive  the  loans. 

Senator  Levin.  Then  anybody  can  bid  at  a  sealed  bid? 

Mr.  Hess.  Yes,  sir. 

Senator  Levin.  And  you  were  the  highest  bidder  on  those  par- 
ticular ones  that  you  made  200  to  400  percent? 

Mr.  Hess.  Yes,  sir. 

Senator  Levin.  And  isn't  that  process  of  getting  sealed  bids  from 
anybody  who  wants  to  bid  a  way  of  getting  the  highest  price  for 
something? 

Mr.  Hess.  Yes,  sir. 

Senator  Levin.  Why,  then,  if  the  profit  was  so  terrific,  did  not 
somebody  bid  higher  than  you? 

Mr.  Hess.  The  majority  of  people  are  pretty  paranoid.  The  FDIC 
cannot  be  trusted,  and  they  know  it,  and  I  knew  it  at  the  time  I 
was  doing  the  bidding,  but  not  to  the  degree  where  they  would  sell 
me  something  they  did  not  own. 

Senator  Levin.  Just  one  other  question:  After  1991  or  1993,  I  am 
not  sure  what  you  said,  you  never  got  another  bid  package.  What 
did  you  mean  by  that? 

Mr.  Hess.  I  was  never  notified,  they  would  not  send  me  notifica- 
tions on  when  these  bid  packages  were  coming  out  until  the 
Scripps-Howard 

Senator  Levin.  So  that  you  could  put  in  a  bid? 

Mr.  Hess.  Right. 

Senator  Levin.  But  if  you  did  have  notice  of  it,  you  would  have 
a  right  to  put  in  a  bid? 

Mr.  Hess.  Right. 

Senator  Levin.  You  think  they  just  scratched  you  off  their  mail- 
ing list,  is  that  what  it  amounts  to? 

Mr.  Hess.  Well,  several  of  the  other  investors,  and  we  kind  of  all 
know  each  other,  have  been  there  and  they  said  they  have  black- 
balled you,  Hess,  you  are  done,  you  are  going  to  have  to  go  get  a 
real  job. 

Senator  Levin.  If  you  found  out  about  it  through  another  person, 
you  would  have  a  right  to  go  in  and  bid  on  it? 

Mr.  Hess.  No,  they  still  would  not  allow  me  to  bid,  because  what 
they  would  do  is  not  find  a  convenient  time  for  me  to  do  my  due 
diligence.  There  would  not  be  time,  and  without  doing  due  dili- 
gence, they  would  not  have  let  me  bid. 

Senator  Levin.  So  due  diligence  is  something  you  have  got  to 
show  prior  to  the 
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Mr.  HESS.  It  is  something  you  have  to  do  before  you  purchase  the 
loans. 

Senator  Levin.  And  to  be  on  a  qualified  bidders  list  of  some  kind, 
is  that  it? 

Mr.  Hess.  Yes,  sir. 

Senator  Levin.  So  unless  you  have  displayed  due  diligence  of 
some  kind,  you  are  not  on  a  qualified  bidders  list,  is  that  it? 

Mr.  Hess.  That  is  true.  Since  the  Scripps-Howard  news  articles 
have  come  out,  I  am  getting  bids  from  about  every  direction  imag- 
inable. 

Senator  Levin.  From  the  FDIC? 

Mr.  Hess.  From  the  FDIC. 

Senator  Levin.  So  you  are  back  in  good  graces?  [Laughter.] 

Mr.  Hess.  I  would  not  go  that  far,  but  I  would  say  I  am  back. 

Senator  Levin.  But  you  are  back  on  the  qualified  bidders  list? 

Mr.  Hess.  I  am  back  on  the  list,  yes. 

Senator  Levin.  That  is  one  way  to  get  back  on. 

Senator  Cohen.  When  Mr.  Hess  responded  about  being  black- 
balled, Mr.  Hernandez,  you  were  nodding. 

Mr.  Hernandez.  I  worked  for  the  asset  marketing  department 
for  a  year,  and  the  process  of  establishing  a  sale  is  that  you  put 
a  group  of  loans  together  in  a  package  and  then  you  decide  how 
you  are  going  to  market  them.  You  can  do  it  in  several  ways.  You 
can  publish  it  in  magazines  and  newspapers,  go  to  the  computer 
and  get  a  list  of  investors  that  have  purchased  similar  packages  in 
the  past,  and  then  you  establish  a  time  frame  in  which  you  are 
going  to  give  all  the  investors  an  equal  amount  of  time  to  come  in 
and  review  the  loans,  which  is  what  he  is  referring  to  as  due  dili- 
gence. 

I  may  establish  a  week  time  frame  and  send  out  the  package  to 
all  the  investors  and  say,  OK,  you  have  until  this  date  to  come  in 
and  review  the  loans,  we  will  conduct  the  sale  on  this  date  or 
sealed  bids  will  be  received  and  opened  on  this  date.  So  I  can  es- 
tablish a  time  frame  and  make  sure  that 

Senator  Levin.  But  does  everybody  get  the  same  amount  of  time? 

Mr.  Hernandez.  Yes,  it  is  up  to  them  to  come  in  and  make  an 
appointment. 

Senator  Levin.  Is  it  proper  to  scratch  Mr.  Hess  off  the  list  to  get 
that  package? 

Mr.  Hernandez.  Is  it  proper?  I  do  not  know  what  the  rules  are 
as  far  as  whether  they  are  proper  or  not.  I  know  that  in  our  own 
department,  we  had  investors  that  we  did  not  want  to  contact,  for 
whatever  reason.  Some  of  them  were  just  because  it  was  going  to 
be  a  waste  of  time,  they  have  never  submitted  a  bid.  They  never 
came  in  and  did  due  diligence,  so  why  slow  down  the  process  by 
contacting  them?  So  it  is  very  easy  to  eliminate  somebody  from  the 
list  of  people  that  are  going  to  get  the  packages. 

Senator  Cohen.  And  for  other  reasons,  as  well? 

Mr.  Hernandez.  Yes. 

Senator  Cohen.  So  it  is  possible  that  Mr.  Hess  was  black-balled 
because  he  was  seen  as  what,  a  trouble-maker? 

Mr.  Hernandez.  It  is  very  feasible.  I  do  not  see  any  problem  in 
doing  that  whatsoever.  All  I  have  to  do  is  make  sure  that  a  pack- 
age is  not  sent  out  to  them. 
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Senator  Cohen.  That  the  package  does  not  get  sent  out? 

Mr.  Hernandez.  Yes. 

Senator  COHEN.  Can  you  have  a  situation  where  others  get  noti- 
fied ahead  of  time  and  you  place  a  phone  call  saying,  "By  the  way, 
Mr.  Hess,  we  forgot  to  notify  you,  but  it  is  due  tomorrow"? 

Mr.  Hernandez.  Yes.  I  have  never  seen  it  done  in  my  office,  in 
particular,  but  it  is.  We  have  had  situations  where  people  might 
call  up  and  say  I  am  looking  for  a  particular  type  of  package,  and 
I  might  jot  down  his  name  on  my  own  calendar  and  develop  a  pack- 
age and  say,  oh,  by  the  way,  John  Smith  called  me  a  month  ago, 
let  me  give  him  a  call  and  tell  him  I  am  going  to  come  out  with 
a  package. 

Senator  Cohen.  You  are  also  nodding,  Mr.  Masucci.  As  I  listened 
to  your  testimony,  it  seemed  to  me  that  you  were  saying  that  when 
you  worked  in  the  private  sector,  you  used  to  handle  as  many  as 
300  assets  over  a  2-year  period. 

Mr.  Masucci.  Yes,  sir. 

Senator  Cohen.  And  then  you  started  working  at  the  FDIC  your 
workload  went  down  to  around  100  assets? 

Mr.  Masucci.  Typically  less. 

Senator  Cohen.  Initially? 

Mr.  Masucci.  Well,  it  was  typically  less.  It  got  up  to  100  at  one 
point  in  time,  because  of  bank  failures. 

Senator  Cohen.  And  now  it  is  down  to  25? 

Mr.  Masucci.  That  is  correct,  yes. 

Senator  COHEN.  Is  this  because  you  have  had  more  and  more 
regulations  imposed,  or  is  it  because  fewer  and  fewer 

Mr.  Masucci.  Reports,  requirements,  deadlines,  lots  and  lots  of 
things  involving  paper  to  slow  us  down. 

Senator  Cohen.  And  fewer  and  fewer  people  having  on-the-line 
decision-making  authority? 

Mr.  Masucci.  At  my  office,  we  have  almost  700  employees,  and 
only  25  have  any  delegated  authority,  and  of  that  the  core  is  prob- 
ably around  15  to  18  that  really  can  make  a  decision. 

Senator  Cohen.  Like  Mr.  Hernandez,  some  cannot  say  yes  and 
they  cannot  say  no? 

Mr.  Masucci.  Exactly. 

Senator  Cohen.  Just  pass  the  paper  upstairs? 

Mr.  Masucci.  Exactly,  and  then  when  we  submit  these  cases,  the 
typical  Committee  or  the  person  with  the  delegated  authority  has 
no  background  in  real  estate  and  they  do  not  really  understand 
what  we  are  trying  to  do. 

Senator  Cohen.  Could  you  talk  a  little  bit  about  appraisals,  their 
accuracy  or  lack  of  accuracy?  Have  you  found  that  the  appraisals 
in  the  FDIC  or  by  the  FDIC  are  less  accurate  than  those  in  the  pri- 
vate sector? 

Mr.  Masucci.  Yes — well,  since  contracting. 

Senator  Cohen.  Why  is  that? 

Mr.  Masucci.  Well,  prior  to  contracting,  we  had  a  good  list  of  ap- 
praisers who  would  tend  to  be  on  the  money  and  we  would  order 
our  appraisals  from  those  individuals.  When  contracting  came 
along,  all  these  appraisers  that  have  gone  to  these  weekend  ap- 
praisal schools  and  gotten  their  little  certificates,  they  all  jumped 
on  the  bandwagon  and  they  started  calling  requesting  work,  or 
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Contracting  would  contract  with  appraisers  that  are  outside  the 
area  of  the  property.  We  lost  all  input  into  who  would  be  chosen 
for  the  appraisal. 

As  an  example,  I  did  a  lot  of  work  in  the  State  of  Utah  and  I 
would  know  several  appraisals  who  would  do  really  good  work  on 
office  buildings.  They  were  not  all  that  good  on  individual  homes, 
but  they  were  great  on  office  buildings,  and  I  would  ask  the  clerk 
that  ordered  the  appraisals,  I  would  give  her  three  or  four  names 
that  do  real  strong  work  on  office  buildings  and  ask  her  to  contact 
them  and  see  who  wants  the  job. 

Senator  Cohen.  Basically,  what  we  have  seen  take  place  is  the 
costs  of  the  appraisals  are  going  up  and  the  quality  has  gone  down? 

Mr.  Masucci.  Absolutely. 

Senator  Cohen.  Would  you  say  it  is  a  fair  statement  that  this 
is  a  systemic  problem,  it  is  not  unique  to  one  area,  but  is  fairly 
widespread? 

Mr.  Masucci.  Absolutely. 

Senator  Cohen.  Mayor  Johnston,  we  have  ignored  you  for  a  few 
moments,  but  I  just  want  to  come  back  to  you  for  just  a  couple  of 
comments.  I  am  sure  we  are  going  to  have  testimony  from  the 
FDIC  later  this  afternoon  that  will  say  that  the  FDIC  did  not  have 
authority  to  bring  you  into  it,  did  not  have  authority  to  respond  to 
offers  or  proposals  coming  from  the  city,  that  the  property  was  val- 
ueless, that  the  FDIC  did  its  best  to  make  repairs  to  the  tune  of 
$500,000. 

But  I  must  say  your  statement  is  indicative  of  many  that  we 
have  had,  and  I  am  using  this  opportunity  to  lay  a  foundation  for 
the  FDIC  witnesses  that  are  going  to  come  before  us,  not  simply 
to  try  and  castigate  individuals,  but  to  point  out  the  fact  that 
many,  many  citizens  in  this  country  feel  they  have  been  mis- 
handled, and  I  would  go  further  and  say  manhandled,  that  there 
has  been  an  arrogance  and  indifference  to  their  lives. 

I  did  not  take  the  time,  I  am  going  to  put  the  Scripps-Howard 
series  in  the  record,  but  case  after  case  whose  lives  have  been  ru- 
ined with  no  particular  reaction  of  saying  that  is  tough  luck,  that 
is  the  way  the  system  operates. 1 

Senator  Cohen.  I  have  the  picture  of  a  man  here  by  the  name 
of  Pat  Wilson,  94  years  old.  It  took  him  18  months  to  win  at  battle 
with  the  FDIC  for  the  return  of  his  life's  savings,  and  apparently 
the  trouble  started  when  the  FDIC  said  the  signature  on  the — he 
is  a  retired  construction  worker — did  not  match  the  bank  signature 
card  that  he  signed  40  years  earlier.  It  took  him  almost  2  years  to 
get  his  $9,000  out  of  an  account,  because  they  found  a  discrepancy 
between  the  signature  40  years  ago.  I  would  like  to  match  up  any 
one  of  our  signatures  of  40  years  ago. 

But  it  is  just  a  series  of  cases,  and  I  supposed  they  can  be  dis- 
missed as  being  anecdotal,  but  there  are  too  many  anecdotes  out 
there.  There  are  too  many  anecdotes,  and  I  think  that  while  the 
FDIC  is  not  technically  the  government,  as  such,  nonetheless,  it  is 
a  government  corporation  and  it  has  a  responsibility  to  deal  with 
taxpayers  in  a  much  more  humane  fashion  and  a  much  more  sen- 
sitive fashion  than  simply  saying  we  have  got  the  numbers  here, 


1  See  page  126. 
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your  property  has  been  devalued  due  to  the  recession  in  the  area, 
your  property  is  no  longer  worth  what  it  originally  was,  we  want 
all  the  money  and  we  want  it  now,  and  we  do  not  care  whether  you 
are  making  payments  or  not. 

And  to  allow  Central  Maine  Power  Company  not  to  pay  their 
bills,  to  allow  rent  collection  to  go  uncollected,  to  get  $110,000  on 
a  piece  of  property  that  was  worth  easily  much  more  than  that 
seems  to  me  is  not  isolated.  And  we  will  hear  testimony  that  this 
is  unique  and  in  the  past  we  have  made  changes. 

I  must  tell  you,  this  is  indicative  that  there  are  millions  of  dol- 
lars, when  this  man  can  come  forward  and  say  I  can  make  200  to 
400  percent  profit  on  a  deal  just  by  dealing  with  the  FDIC,  some- 
thing is  wrong.  He  should  not  be  making  the  profit,  although  we 
hope  you  are  paying  taxes  on  the  profit  you  are  making.  He  should 
not  be  making  the  profit.  The  taxpayer  ought  to  be  getting  that 
money. 

And  there  is  something  wrong  with  why  we  do  not  have  people 
who  are  as  good  as  he  is  going  out  and  selling  a  piece  of  property 
the  next  day  for  six  or  seven  times  the  amount  he  paid  for  it.  That 
simply  cannot  be  allowed  to  be  continued,  otherwise,  the  American 
people  who  are  registering  their  protests  every  day,  every  day  they 
are  saying  this  system  does  not  work,  you  are  taxing  us  more,  you 
are  spending  more,  you  are  wasting  more,  and  they  know  intu- 
itively it  is  not  working.  Something  is  wrong,  and  this  is  another 
example  of  it. 

Mayor  Johnston,  I  want  to  thank  you  for  coming  forward  with 
the  story  about  how  this  particular  loan  was  handled,  and  I  am 
sure  we  will  have  some  rebuttal  and,  maybe  if  you  are  here  in  the 
audience,  you  can  listen  to  it.  But  I  know  you  have  been  listening 
to  it  for  a  couple  of  years  now,  and  so  you  know  what  they  are 
going  to  say. 

Mayor  JOHNSTON.  If  I  can  only  point  out  another  item,  it  is  that 
after  the  auction,  the  FDIC  had  this  property  for  two  years,  we  just 
recently  found  that  there  is  as  parcel  up  there  where  the  Amtrak 
station  is  going  to  be  that  Gavin  Ruotolo  still  owns.  In  other  words, 
they  did  not  auction  everything  that  Gavin  Ruotolo  owned  up 
there,  so  he  is  still  a  player  in  this  whole  process,  even  though  the 
FDIC  had  this  property  for  two  years,  and  yet  they  did  not  liq- 
uidate everything  they  thought  they  had.  So  we  are  still  dealing 
with  that. 

Senator  Cohen.  Thank  you  so  much. 

I  want  to  reiterate  what  Senator  Levin  had  said:  We  have 
worked  ever  since  we  have  been  in  the  Senate  together  on  whistle- 
blower  protection  acts,  as  such,  and  we  have  heard  in  the  past 
where  retaliation  was  taken  against  individuals.  It  is  against  the 
law  to  do  that,  and  we  intend  to  pursue  any  allegation  of  retalia- 
tion against  anyone  who  works  for  the  FDIC  or  any  other  Federal 
agency.  That  is  not  going  to  be  tolerated,  and  those  individuals  who 
do  in  fact  retaliate  are  going  to  find  themselves  on  the  end  of  law- 
suits and  congressional  action  and  reaction. 

Mr.  Hess.  May  I  say  something,  Senator?  The  gentleman  that 
helped  or  assisted  me,  Chuck  Watts,  is  the  guy  that  sold  me  these 
loans,  he  was  used  as  a  scapegoat.  He  is  no  longer  an  FDIC  em- 
ployee out  of  the  Denver  office.  And  Joe  Danluk  brought  the  paper- 
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work  to  the  IG's  office  in  Washington,  and  he  is  no  longer  an  FDIC 
employee,  either.  Both  of  them  were  canned  and  forced  out  of  the 
system,  because  they  helped  me  accomplish  what  I  tried  to  do. 

Senator  Levin.  Thank  you  very  much. 

Just  a  couple  additional  questions  of  Mr.  Masucci  and  Mr.  Her- 
nandez. It  has  to  do  with  the  90  percent  rule.  Is  it  correct  that  the 
FDIC  requires  you  to  obtain  at  least  90  percent  of  an  asset's  ap- 
praised value,  or  that  property  would  go  to  auction  where  it  could 
be  sold  for  much  less,  say  50  percent  of  the  appraised  value? 

Mr.  MASUCCI.  We  are  required  during  the  first  6  months  of  mar- 
keting, we  cannot  sell  the  property  for  less  than  90  percent.  During 
the  second  6  months,  we  can  go  down  to  80  percent.  During  the  80 
percent  period,  if  we  get  a  new  appraisal,  we  cannot  go  less  than 
90  percent  of  that  new  appraisal,  which  sometimes  means  we  have 
to  increase  the  asking  price.  They  can  go  to  auction  any  time.  They 
can  pull  the  plug  any  time. 

Senator  Levin.  Who  decides  whether  or  not  something  goes  to  a 
second  6-month  period  or  goes  to  auction?  Is  that  your  decision? 

Mr.  Masucci.  It  would  depend  on  when  the  auction  was  sched- 
uled. They  try  to  have  them  quarterly,  so  quarterly  they  sweep  our 
portfolios  of  anything  they  think  might  need  to  go  to  an  auction, 
whether  it  was  something  just  acquired  and  listed  or  something 
that  has  been  on  the  market  for  a  year. 

Senator  Levin.  Now,  are  there  items  that  you  have  in  your  port- 
folio that  you  can  get  85  percent  of  the  appraised  value,  75  percent 
or  65  percent,  which  you  know,  if  put  to  auction,  will  get  less  than 
what  you  have  been  offered? 

Mr.  Masucci.  Yes. 

Senator  Levin.  Is  that  true  with  you  with  the  loans  that  you 
used  to  handle,  Mr.  Hernandez? 

Mr.  Hernandez.  Yes.  I  did  not  handle  real  estate  loans,  but  that 
is  very  common. 

Senator  Levin.  If  I  can  just  interrupt  you,  is  that  90  percent  and 
80  percent  rule  written  into  regulations? 

Mr.  Masucci.  Yes,  it  is  in  the  credit  manual. 

Senator  Levin.  And  you  cannot  change  that? 

Mr.  Masucci.  We  can  write  a  case  and  send  it  all  the  way  to 
Washington  to  get  authorization  to  change  that  rule,  but  those  are 
discouraged. 

Senator  Levin.  Is  it  common  that,  at  auction,  properties  and 
loans — but  properties,  since  that  is  what  you  deal  with — will  get 
less  than  you  could  have  gotten  and  were  offered? 

Mr.  Masucci.  It  is  very  common. 

Senator  Levin.  And  is  there  anyone  at  the  FDIC  that  is  thinking 
about  providing  a  little  more  flexibility,  so  that  we  cannot  lose  so 
much  money? 

Mr.  Masucci.  Not  to  the  best  of  my  knowledge. 

Senator  Levin.  Well,  we  will  take  that  up  with  the  FDIC,  be- 
cause it  does  not  make  any  sense.  If  loan  officers  know  or  are  con- 
fident that  you  are  going  to  get  less  at  an  auction  then  you  can  ne- 
gotiate— that  you  are  forced  to  go  to  auction,  because  you  are  below 
an  80  or  90  percent  arbitrary  ceiling,  when  you  know  you  are  going 
to  end  up  with  50  percent  or  30  percent  or  20  percent  at  an  auction 
to  somebody  like  Mr.  Hess. 


35 

The  other  question  has  to  do  with  the — well,  I  think  I  had  better 
wait,  given  the  time. 

Senator  Cohen.  Can  we  just  get  the  two  names?  Mr.  Hess,  who 
were  the  two  people  that  you  say  assisted  you? 

Mr.  Hess.  Joe  Danluk  and  Chuck  Watts  out  of  the  Denver  office. 

Senator  Cohen.  And  where  are  they  now? 

Mr.  Hess.  Neither  one  of  them  are  employees  of  the  FDIC  any 
longer.  I  can  contact  them. 

Senator  Cohen.  Do  you  know  why  they  are  no  longer  there? 

Mr.  Hess.  Yes,  because  they  assisted  Doug  Hess  in  getting  his 
documentation  to  the  IG's  office  in  Washington. 

Senator  Cohen.  Thank  you  very  much. 

Mr.  Hess.  You  are  welcome.  Thank  you. 

Senator  Levin.  One  other  question,  and  that  is  the  items  that  go 
to  auction.  When  they  go  to  auction,  if  the  amount  offered  at  the 
auction  is  so  low,  can  they  be  withdrawn  after  the  action,  or  are 
these  auctions  without  reserve? 

Mr.  MASUCCI.  It  varies  from  property  to  property.  They  establish 
reserves  on  some  properties,  some  properties  they  do  not. 

Senator  Levin.  Who  decides  that? 

Mr.  Masucci.  Typically,  there  is  someone  at  the  auction. 

Senator  Levin.  Not  you,  you  don't  decide  that? 

Mr.  Masucci.  No. 

Senator  Levin.  Now,  if  you  got  an  offer  of  75  percent  of  an  ap- 
praised value  and  you  had  a  hunch  when  that  goes  to  auction,  that 
is  going  to  get  20  or  30  or  40  percent,  could  you  recommend  that 
there  be  a  reserve  of  75  percent? 

Mr.  Masucci.  Well,  I  can  request  it. 

Senator  Levin.  Would  you  likely  get  it? 

Mr.  Masucci.  No. 

Senator  Levin.  Before  we  excuse  you,  let  me  thank  all  of  you. 
You  have  come  long  distances,  you  have  been  inconvenienced  in 
doing  so.  You  have  blown  the  whistle,  you  have  taken  we  hope  no 
risk,  but  you  are,  nonetheless,  taking  courageous  steps  in  doing 
what  you  are  doing.  All  of  you  have  disrupted  your  schedules  to  be 
with  us,  and  we  have  made  it  worse,  I  am  afraid,  by  our  rollcall 
system  around  here,  but  we  are  very  grateful  for  your  coming  as 
far  as  you  have  and  for  your  forthright  testimony. 

We  will  excuse  you  all  now  and  get  on  with  the  second  panel. 

Mr.  Hernandez.  Mr.  Chairman,  could  I  say  just  one  small  thing? 
Senator  Cohen  mentioned  Mr.  Hess  and  complimented  him  for  his 
ability  to  make  collections  of  high  amounts.  There  are  numerous, 
I  cannot  count  how  many,  employees  of  the  FDIC  that  can  produce 
those  kinds  of  results,  given  the  authority.  So  it  is  not  uncommon 
to  find  somebody  in  the  FDIC  that  can  do  that. 

Senator  Cohen.  Is  it  fair  to  say  or  conclude  from  your  comment 
that  there  is  something  of  a  morale  problem  down  at  the  lower  lev- 
els, saying  they  know  what  is  going  on  and  cannot  do  anything 
out?  They  see  guys  like  Mr.  Hess  over  here  who  comes  in  and 
makes  a  bid  and  goes  out  and  makes  a  ton  of  money,  that  they 
know  they  could  do  just  as  well  at  the  FDIC? 

Mr.  Hernandez.  If  there  was  some  morale,  there  would  be  a 
problem,  but  there  is  no  morale,  so  there  cannot  be  any  problem. 
[Laughter.] 
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Senator  Cohen.  I  guess  that  answers  my  question. 

Senator  Levin.  There  is  no  morale  problem,  in  other  words. 
There  is  apparently  no  morale. 

Senator  Cohen.  Do  you  agree  with  that,  Mr.  Masucci? 

Mr.  Masucci.  I  will  tell  you,  if  it  was  not  for  the  ax  that  is  held 
over  the  heads  of  the  temporary  employees  on  these  year-to-year 
appointments,  you  would  have  temporary  employees  out  there 
knocking  the  door  down  to  talk  to  you  about  issues.  They  are  so 
deathly  afraid  of  coming  forward,  that  these  things  have  been  al- 
lowed to  happen.  A  lot  of  these  things  would  have  never  happened, 
had  we  been  civil  service  employees. 

Senator  Levin.  Thank  you.  We  appreciate  again  your  being  with 

us.  ,  T 

We  will  now  call  on  the  Director  in  the  Accounting  and  Informa- 
tion Management  Division  of  the  General  Accounting  Office,  How- 
ard Rhile. 

Mr.  Rhile,  you  are  used  to  these  delays  in  the  Senate,  so  we  will 
not  be  too  apologetic,  but  thank  you  for  your  patience.  We  are  going 
to  ask  you  and  your  colleagues  to  really  boil  down  your  testimony. 
I  am  going  to  have  to  leave  at  5  o'clock  exactly.  I  hope  Senator 
Cohen  can  stay  after  that.  But  if  you  could  just  limit  your  sum- 
mary to  5  minutes  or  less  to  give  us  a  few  moments  for  questions, 
we  would  appreciate  it. 

TESTIMONY  OF  HOWARD  G.  RHILE,1  DIRECTOR,  ACCOUNTING 
AND  INFORMATION  MANAGEMENT  DIVISION,  U.S.  GENERAL 
ACCOUNTING  OFFICE 

Mr.  Rhile.  I  have  a  very  short  statement  and  I  will  boil  that 
down  further. 

It  is  no  inconvenience  at  all  to  appear  here  today,  Mr.  Chairman 
and  Senator  Cohen.  Indeed,  I  am  pleased  to  be  here  to  discuss  two 
of  our  reports  on  the  automated  systems  used  by  the  FDIC.  Let  me 
just  summarize  the  findings  in  those  reports. 

In  1991,  we  reviewed  a  private  investor's  allegation  that  loans  he 
had  purchased  from  the  FDIC  Denver  office  were  inaccurately  rep- 
resented and  he  provided  us,  at  our  request,  with  25  loans  that  he 
believed  best  illustrated  his  concerns.  We  found  serious  errors  in 
23  of  those  25  loans. 

Specifically,  we  found  that  five  of  them  had  been  fully  paid  at 
least  2  years  before.  Documentation  for  6  loans  showed  collateral 
that  did  not  exist.  Documentation  for  four  loans  showed  that  the 
FDIC  owned  the  entire  loan,  when  in  fact  portions  were  actually 
owned  by  other  financial  institutions.  And  eight  loans  involved  bor- 
rowers either  in  bankruptcy  or  having  outstanding  court  judgments 
against  them  for  non-payment  of  the  loans,  facts  that  were  not 
made  known  to  the  potential  investors. 

These  serious  errors  raised  concerns  as  to  whether  FDIC's  Den- 
ver consolidated  office  could  effectively  implement  an  important 
FDIC  mission,  that  is  to  sell  assets.  We  also  reported  that,  since 
the  FDIC's  Inspector  General  found  similar  problems  at  eight  con- 
solidated offices  in  1990  and  1991,  the  FDIC's  asset  liquidation  pro- 


1  The  prepared  statement  of  Mr.  Rhile  appears  on  page  81. 
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gram  could  be  in  jeopardy,  because  reliable  asset  information  was 
not  available  for  the  efficient  and  effective  disposal  of  assets. 

We  emphasized  the  need  for  immediate  action  and  made  a  num- 
ber of  recommendations  designed  to  correct  the  problems  in  Den- 
ver, and  to  determine  whether  these  problems  were  pervasive 
throughout  the  FDIC. 

We  also  recommended  that  the  FDIC  take  steps  to  insure  that 
these  internal  control  weaknesses  did  not  exist  at  other  FDIC  of- 
fices. The  FDIC  generally  agreed  with  our  findings  and  rec- 
ommendations, but  said  that  the  problems  at  its  Denver  office  were 
isolated  and  were  being  corrected,  and  that  steps  had  been  taken 
to  resolve  similar  problems  reported  by  the  IG. 

Our  February  1993  report  showed  that  the  FDIC's  manual  and 
automated  systems  continued  to  have  major  problems.  We  found 
serious  weaknesses  in  the  manual  and  computer  processes  and,  as 
a  result,  of  the  90  loans  that  we  reviewed,  we  found  that  the  FDIC 
had  not  demanded  payment  from  delinquent  borrowers. 

In  other  words,  they  had  not  contacted  the  borrower  on  57  of  59 
delinquent  loans.  They  did  not  pursue  foreclosure  or  seizure  action 
when  warranted  on  35  of  51  delinquent  loans.  They  did  not  analyze 
the  financial  condition  of  the  borrowers,  that  is  they  did  not  know 
what  the  financial  condition  of  the  borrower  was.  And  FDIC  did  not 
protect  its  interest  in  the  collateral  securing  40  of  these  loans. 

For  example,  the  FDIC  did  not  collect  $1.4  million  in  income 
being  produced  from  collateral  securing  13  delinquent  loans,  and 
insure  that  property  taxes  were  paid  on  loan  collateral  valued  at 
$79,000.  This  resulted  in  the  local  taxing  authorities  selling  it  for 
taxes.  And  the  account  officers  with  whom  we  spoke  explained  that 
their  high  workload  and  inadequate  computer  support  contributed 
to  these  problems. 

We  also  found  that  the  FDIC's  computer  system  was  really  not 
designed  to  help  to  manage  these  type  of  areas  in  three  of  the  four 
areas  discussed. 

We  also  looked  at  45  real  estate  assets  and  we  identified  similar 
problems  in  both  the  manual  and  computer  areas.  In  the  property 
management  area,  for  example,  we  found  that  the  FDIC  had  not 
inspected  21  properties,  as  required;  pay  taxes  promptly  on  27 
properties;  or  annually  review  contract  records  on  nine  properties. 

In  one  of  the  properties  the  FDIC  failed  to  inspect,  the  FDIC  lost 
revenue  because  unauthorized  tenants  had  occupied  the  building 
for  2  years.  And  for  19  properties,  the  FDIC  was  assessed  over 
$95,000  in  penalties  and  interest  because  local  property  taxes  ei- 
ther had  not  been  paid  on  time  or  had  not  been  paid  at  all. 

Again,  we  found  that  the  computer  system  was  not  designed  to 
provide  all  of  the  information  needed  to  carry  out  and  oversee  these 
operational  requirements.  About  37  percent  of  the  computerized 
records  for  the  135  assets  we  looked  at  had  an  error  in  at  least  one 
of  three  basic  data  elements:  the  asset  type,  the  asset  status,  or 
other  asset  owners.  The  FDIC's  Inspector  General  again  found 
similar  problems. 

We  spun  the  entire  tape  on  all  131,000  of  the  FDIC's  asset 
records  and  did  a  computerized  analysis,  and  found  that  29  percent 
of  the  30,000  real  estate  loans  on  the  system  did  not  have  informa- 
tion about  the  loans'  collateral. 
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I  might  add,  Mr.  Chairman,  that  our  ongoing  financial  audit 
work  is  showing  similar  internal  control  weaknesses  in  the  FDIC's 
financial  accounting  systems.  In  short,  the  FDIC  is  not  always  cor- 
rectly calculating  the  estimated  recovery  value  of  assets.  This 
raises  the  potential  that  this  kind  of  information  may  not  always 
be  reported  correctly,  say,  for  example,  in  the  financial  statements. 

We  concluded  that  all  of  these  problems  existed  because  the 
FDIC  had  not  adequately  designed  systems  to  support  its  operating 
and  oversight  requirements  for  asset  liquidation.  We  recommended 
that  the  FDIC  establish  a  systems  design  program  to  develop  effec- 
tive systems  to  manage  its  assets. 

The  FDIC  has  taken  some  steps  to  improve  its  manual  and  com- 
puterized asset  liquidation  processes,  and  these  steps  are  in  the 
right  direction.  However,  it  remains  to  be  seen  whether  these  ac- 
tions will  be  properly  implemented  to  solve  the  problems.  They  are 
in  the  very  early  stages,  and  so  we  just  do  not  know. 

This  concludes  my  statement,  and  I  shall  be  happy  to  answer 
questions. 

Senator  Levin.  Thank  you  very  much,  Mr.  Rhile. 

Senator  Cohen? 

Senator  Cohen.  Mr.  Rhile,  what  you  have  painted  is  a  picture 
that  is  fairly  bleak  in  terms  of  the  recordkeeping  ability  of  the 
FDIC.  You  described  that  out  of  the  25  cases  that  you  examined 
in  the  Denver  office,  23  had  major  deficiencies.  It  sounds  like  a  dis- 
mal picture  to  me,  with  five  of  them  having  been  fully  paid,  six 
with  missing  collateral,  eight  of  which  the  borrowers  were  in  bank- 
ruptcy. It  sounds  like  it  is  in  virtual  disarray  or  at  least  it  was  in 
that  office. 

Mr.  Rhile.  I  believe  those  are  the  words  that  we  actually  used 
in  the  report.  I  think  we  said  that  the  records  appeared  to  be  in 
a  state  of  neglect  and  disarray.  These  are  not  words  that  you  find 
in  the  accounting  field.  We  felt  that  accounting  words  simply  did 
not  describe  the  problem. 

Senator  Cohen.  I  assume  it  is  also  possible,  because  of  the 
amount  of  real  estate  that  was  in  difficulty,  the  banks  that  were 
in  difficulty  perhaps  in  Colorado  might  have  been  unique.  Is  that 
something,  in  terms  of  the  boom  and  the  bust  that  took  place  in 
the  Southwest,  that  may  have  created  unique  problems  for  the 
Denver  office,  compared  to  some  other  region,  Chicago  or  else- 
where? 

Mr.  Rhile.  This  is  what  we  were  told  by  the  FDIC,  but  it  is  not 
so.  When  we  did  our  follow-up  work,  we  found  that  it  was  perva- 
sive and  the  weaknesses  were  systemic. 

Senator  Cohen.  And  you  made  recommendations  in  August  of 
1991,  and  as  late  as  February  of  1993,  and  you  have  the  same 
problems? 

Mr.  Rhile.  That  is  correct. 

Senator  Cohen.  And  they  apparently  don't  have  a  computerized 
system  that  will  handle  real  estate  transactions,  is  that  correct? 

Mr.  Rhile.  It  will  not  handle  anything  very  well,  real  estate 
transactions  or  loan  transactions. 

Senator  Cohen.  And  am  I  correct,  you  may  have  a  file,  for  exam- 
ple, a  sheaf  of  papers  like  this,  open  it  up  and  an  investor  has 
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found  a  check  for  $98,000  that  has  gone  uncollected  that  has  gone 
out  in  the  portfolio? 

Mr.  Rhile.  It  would  not  surprise  me,  although  we  have  not  found 
that. 

Senator  Cohen.  Well,  we  have  testimony  to  that  effect.  As  a  mat- 
ter of  fact,  it  is  suggested  that  because  the  assets  are  handled 
manually  and  excessively,  the  FDIC  has  no  notion  whatsoever  of 
what  is  in  the  file,  just  liquidate  and  get  rid  of  it,  put  it  in  the  bulk 
sale  or  whatever. 

Mr.  Rhile.  That  is  correct.  It  does  not  surprise  me.  We  found 
similar  things. 
Senator  Cohen.  In  what  way  similar  things? 
Mr.  Rhile.  We  found,  for  example,  that  the  computerized  records 
in  many  cases  do  not  tell  you  what  kind  of  asset  it  is,  what  are 
we  dealing  with  here.  It  does  not  tell  you,  for  example,  whether  it 
is  a  shopping  center  or  a  house  or  furniture  and  fixtures  or  what- 
ever. It  does  not  tell  you  whether  the  loan  is  active,  whether  the 
loan  is  inactive,  or  what.  And  all  of  these  things  are  the  kinds  of 
things  that  have  been  discussed  by  previous  witnesses  and  in  our 
reports. 

Senator  Cohen.  I  am  going  to  yield  to  Senator  Levin  and  also 
Senator  Cochran,  I  know  that  there  may  be  a  vote  on  the  floor  and 
Senator  Levin  has  got  to  leave. 

Would  it  be  a  fair  statement  that  the  FDIC's  charge  mission  is 
to  maximize  its  return  to  the  Bank  Insurance  Fund,  that  under  the 
existing  system  it  has  not  been  able  to  measure  up  to  that  chal- 
lenge for  that  charge? 
Mr.  Rhile.  Yes. 

Senator  Cohen.  I  yield  to  you,  Senator  Levin. 
Senator  Levin.  There  is  a  rollcall.  I  am  just  going  to  ask  one 
question  and  then  yield  to  Senator  Cochran,  and  then  probably  we 
ought  to  recess  for  10  minutes,  and  then  Senator  Cohen  will  come 
back  and  chair  the  third  panel.  I  would  love  to  be  here  for  the 
FDIC  panel,  but  I  cannot. 

You  say,  Mr.  Rhile,  that  the  words  "neglect  and  disarray"  are  not 
in  the  accounting  world's  lexicon.  I  know  that  this  word  "mess"  is 
in  the  accounting  world's  lexicon.  Would  you  say  that  the  book- 
keeping and  the  recordkeeping  of  the  FDIC  basically  is  a  mess? 
Mr.  Rhile.  Yes. 

Senator  Levin.  Senator  Cochran? 
Senator  Cochran.  Thank  you,  Mr.  Chairman. 
We  do  have  a  record  vote.  I  just  wanted  to  stop  by  this  hearing 
and  thank  you  for  this  hearing  and  to  commend  Senator  Cohen 
particularly  for  suggesting  the  hearing  and  asking  that  it  be  held. 
There  are  some  very  serious  problems  I  think  that  have  been  dis- 
closed through  the  statements  that  have  been  furnished  to  the 
Committee,  and  I  hope  that  the  hearing  will  serve  to  identify  spe- 
cific things  that  can  and  should  be  done  to  help  correct  this  serious 
problem. 

The  mission  of  the  FDIC,  of  course,  is  very,  very  important,  and 
some  of  the  problems  that  have  been  identified  go  to  the  very  heart 
of  this  mission  and  to  the  integrity  of  the  Bank  Insurance  Fund. 
So  I  think  it  is  appropriate  that  we  are  having  the  hearing,  and 
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we  appreciate  very  much  the  assistance  of  all  of  the  witnesses  that 
are  here  today. 

Prepared  Statement  of  Senator  Cochran 

Thank  you  Mr.  Chairman,  for  convening  this  hearing  today  to  examine  the  proc- 
ess the  Federal  Deposit  Insurance  Corporation  uses  to  dispose  of  assets  seized  from 
a  failed  bank.  I  applaud  Senator  Cohen's  efforts  in  initiating  this  hearing. 

Since  1980,  almost  1,500  banks  in  the  United  States  have  failed.  The  FDICs  pri- 
mary mission  is  to  ensure  the  safety  of  bank  deposits  up  to  $100,000.  More  often 
than  not,  the  FDIC  has  achieved  this  objective.  The  majority  of  depositors  have  re- 
ceived their  money  and  the  public  confidence  in  the  banking  system  has  been  pre- 
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However,  I  am  concerned  about  the  problems  we  will  hear  about  today  and  how 
widespread  they  are.  These  problems  are  serious  and  go  to  the  heart  of  FDICs  mis- 
sion and  the  Bank  Insurance  Fund. 

I  thank  the  witnesses  who  have  come  before  the  Committee  today,  and  I  look  tor- 
ward  to  hearing  their  testimony. 

Senator  Cohen.  If  it  would  not  be  too  much  of  a  trespass  upon 
your  patience,  perhaps  you  might  be  willing  to  wait  until  we  come 
back  and  hear  from  the  FDIC  itself,  so  you  can  hear  the  testimony 
of  the  witness. 

Mr.  Rhile.  I  would  be  happy  to. 

Senator  Levin.  What  we  will  do  is  stand  in  recess.  By  the  way, 
the  record  will  be  kept  open  for  questions.  Senator  Akaka  may  also 
have  some  questions,  and  I  think  others  in  addition  may.  Indeed, 
we  may  all  have  questions  for  the  record,  as  I  believe  Senator 
Cochran  indicated. 

So  we  will  stand  in  recess,  hopefully  for  10  minutes.  There  is  just 
one  vote  on  this  one,  not  four  in  a  row. 

[Recess.] 

Senator  Cohen.  The  Committee  will  come  to  order. 

Our  final  witness  for  the  afternoon  will  be  Mr.  John  Bovenzi,  Di- 
rector of  the  Division  of  Depositor  and  Asset  Services,  of  the  FDIC. 

Mr.  Bovenzi,  thank  you  for  your  patience.  We  are  hitting  the 
hour  of  5:15.  Thank  you  very  much. 

TESTIMONY  OF  JOHN  F.  BOVENZI,1  DIRECTOR,  DIVISION  OF 
DEPOSITOR  AND  ASSET  SERVICES,  FEDERAL  DEPOSIT  IN- 
SURANCE CORPORATION 

Mr.  Bovenzi.  Thank  you,  Senator  Cohen. 

My  name  is  John  Bovenzi.  I  am  the  Director  of  the  Federal  De- 
posit Insurance  Corporation's  Division  of  Depositor  and  Asset  Serv- 
ices. I  appreciate  the  opportunity  to  discuss  our  asset  disposition 
activities,  to  hear  your  concerns  and  answer  your  questions. 

The  past  decade,  as  you  know,  has  been  a  period  of  tremendous 
challenge  for  the  banking  industry  and  for  the  FDIC.  More  than 
1,400  banks  have  failed  during  the  past  10  years.  These  banks 
have  combined  assets  of  more  than  $200  billion  and  deposits  of 
over  $180  billion.  Over  the  same  period  of  time,  the  FDIC  handled 
the  resolution  of  63  banks,  with  total  assets  of  nearly  $60  billion 
through  open  bank  assistance  agreements.  Most  of  this  activity  has 
occurred  in  the  past  5  years,  with  more  than  850  banks  failing 
since  1988. 


1  The  prepared  statement  of  Mr.  Bovenzi  appears  on  page  90. 
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Despite  levels  of  bank  failures  unprecedented  since  the  Great  De- 
pression, no  insured  depositor  has  suffered  a  loss  as  a  result  of 
these  failures.  The  FDIC  has  handled  these  closings  without  tax- 
payer assistance,  due  in  part  to  our  success  in  realizing  market 
value  on  inherited  assets  and  returning  them  to  the  private  sector 
where  they  belong. 

In  meeting  our  responsibilities,  we  had  to  expand  our  operations 
drastically  to  deal  with  the  tremendous  number  of  depositors  to  be 
paid,  claims  to  be  processed  and  assets  to  be  resolved.  At  the  same 
time,  approximately  one-half  the  division's  workforce  was  called 
upon  to  support  the  massive  start-up  efforts  of  the  Resolution 
Trust  Corporation. 

During  a  period  of  such  rapid  expansion  and  growth,  mistakes 
will  be  made,  and  we  have  made  some.  Overall,  however,  our 
record  is  one  that  we  are  proud  of.  When  disposing  of  assets,  our 
activities  are  similar  to  those  of  a  trustee  handling  the  bankruptcy 
of  a  business  organization.  Our  statutory  mandate  and  overall  goal 
is  to  maximize  net  present  value  recoveries,  in  order  to  return  lost 
funds  to  uninsured  depositors  and  general  creditors,  and  to  pre- 
serve the  insurance  fund. 

In  doing  so,  though,  we  recognize  that,  above  all  else,  people 
must  be  treated  in  a  fair  and  equitable  manner.  We  accomplish  our 
objectives  through  initiatives  to  restructure  and  settle  loans,  as 
well  as  through  sales  programs  for  both  loans  and  real  estate.  With 
respect  to  outstanding  loans,  borrowers  are  expected  to  repay  mon- 
ies they  borrowed  to  the  extent  they  are  capable  of  doing  so,  just 
as  they  would  if  their  bank  had  not  failed. 

Contrary  to  the  recent  news  article,  you  can  be  assured  that  we 
do  not  foreclose  on  borrowers  who  are  abiding  by  the  terms  of  their 
loans.  The  implication  that  we  foreclose  on  people  with  standard 
15-  and  30-year  mortgages  who  are  making  their  payments  is  not 
correct. 

Senator  Cohen.  Let  me  interrupt  you.  I  have  sat  in  hearing  after 
hearing  and  I  can  categorically  contradict  that  statement.  People 
have  been  foreclosed  upon  or  at  the  very  least  threatened  with  fore- 
closure, who  were  making  their  payments.  But  by  virtue  of  the  fact 
that  the  FDIC  or  its  contract  agent  had  determined  the  value  of 
the  property  had  dropped  from  the  time  that  it  was  originally  ap- 
praised, therefore,  they  were  calling  the  notes  due  then,  and  I  can 
present  you  with  categorical  information  that  current  borrowers 
have  had  notes  called  time  and  time  again. 

Mr.  Bovenzi.  Senator,  I  am  not  interested  in  being  argumen- 
tative, I  am  not  interested  in  being  arrogant.  I  am  interested  in 
treating  people  fairly.  I  will  be  glad  to  look  at  any  case.  In  prepara- 
tion for  this  testimony,  we  surveyed  our  offices  as  to  what  fore- 
closures were  in  process.  I  have  to  tell  you,  overall  we  have  fore- 
closed in  about  1  percent  of  the  loans  that  we  have  had  in  New 
England,  and  some  of  those  were  foreclosures  initiated  by  the  bank, 
some  are  friendly  foreclosures,  people  turning  over  the  property. 

I  do  not  know  of  the  instances  where  we  have  people  willing  to 
pay  and  able  to  make  reasonable  payments.  We  will  be  glad  to  try 

to  work  out  settlements  and  restructures  on  any  case 

Senator  Cohen.  You  indicated  you  do  not  know  of  a  single  case 
in  which  people  who  have  been  ready,  willing  and  able  to  continue 
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to  make  payments  and  were  unable  to  do  so,  and  I  can  provide  you 
with  information  in  my  own  State.  I  am  sure  that  Senator  Kerry 
can  do  it  in  the  State  of  Massachusetts.  I  am  sure  that  we  can 
produce  other  states  to  show  that  is  not  the  case. 

Mr.  Bovenzi.  I  will  certainly  be  anxious  to  take  a  look  at  that, 
Senator. 

Senator  Cohen.  All  right. 

Mr.  BOVENZI.  Our  policy  is  to  use  foreclosures  as  the  last  resort, 
and  we  do  want  to  work  with  borrowers  to  amicably  resolve  their 
situation,  and  we  do  intend  that  courtesy,  politeness  and  profes- 
sionalism be  the  basis  for  our  discussions  with  people. 

Senator  Cohen.  Do  you  disagree  with  the  articles  that  were  writ- 
ten, the  Scripps-Howard  articles?  I  am  sure  you  have  seen  the  se- 
ries. The  word  that  kept  coming  through  consistently  was  the  word 
"arrogant."  Over  and  over  again,  people  felt  that  they  were  being 
treated  in  an  arbitrary,  indeed  ruthless,  arrogant  fashion  by  people 
who  did  not  give  "a  damn"  whether  they  survived  or  went  under. 
That  is  the  same  message  I  received  that  came  from  2  days  of  testi- 
mony in  the  Northeast. 

We  had  cases  in  which  people  who  had  been  in  business  for  30 
or  40  years  and  had  never  missed  a  payment.  Suddenly  the  note 
was  being  called,  saying  we  do  not  care  whether  you  live  or  die,  in 
essence.  The  business  owner  said  I  have  got  30  or  40  employees, 
and  the  answer  was  "we  do  not  give  a  damn  about  your  employ- 
ees." Now,  do  you  call  that  consistent  with  the  regulations  about 
treating  people  fairly? 

Mr.  Bovenzi.  Senator,  anyone  who  says  we  don't  give  a  damn 
about  your  employees  is  not  going  to  be  working  for  us,  if  I  can 
help  it  and  I  can  find  that  situation.  You  are  not  going  to  find  arro- 
gance in  me.  I  am  not  going  to  accept  it  in  my  people  that  work 
in  the  division.  I  have  been  listening  to  the  concerns  of  the  people 
on  the  panel.  I  do  not  take  them  lightly. 

I  will  listen  and  try  to  deal  with  any  situations  that  come  to  my 
attention.  I  will  be  glad,  as  we  are  going  forward,  to  try  and  ex- 
plain what  we  are  doing  in  this  area,  because  I  view  it  as  an  area 
where  you  cannot  try  too  hard  to  be  responsive,  to  be  professional, 
to  be  courteous  in  dealing  with  people,  and  that  we  have  to  be  con- 
siderate of  everyone  we  deal  with.  That  is  our  responsibility. 

Senator  Cohen.  You  may  have  heard  me  earlier  quote  from 
Judge  Carter,  a  U.S.  District  Court  chief  trial  judge.  Let  me  just 
read  this  to  you.  I  will  not  interrupt  you  again,  as  I  want  you  to 
finish  your  statement. 

He  said:  "These  cases  are  part  of  a  group  of  some  14  cases 
brought  to  this  court  on  removal  by  the  FDIC  from  various  Maine 
state  courts.  These  and  other  cases  in  which  the  FDIC  is  a  party 
has  been  the  cause  of  much  trouble  and  frustration  due  to  the 
FDIC's  unwillingness  or  inability,  because  of  an  apparent  combina- 
tion of  its  own  bureaucratic  inefficiency,  institutional  inertia,  per- 
sistent recalcitrance  an  its  failure  to  cooperate  with  its  retained 
counsel  to  follow  the  procedural  and  principally  the  discovery  rules 
that  govern  its  conduct  as  a  civil  litigant  in  this  court.  It  has  re- 
peatedly refused  this  Court's  most  earnest  entreaties  to  conduct  its 
affairs  in  such  a  manner  as  to  comply  with  the  rules  of  the  Court." 
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"It  has  consistently  displayed  a  cavalier  disinterest  in  doing  so, 
generally  refusing  to  honor  the  Court's  entreaties  with  any  sub- 
stantive response  whatsoever.  The  Court  has  repeatedly  asked  the 
FDIC,  through  various  counsel,  to  initiate  a  system  for  authorized 
conduct  on  behalf  of  its  negotiations  for  settlement  of  these  and 
other  cases  for  prompt  approval  processes  and  confirmation  of  set- 
tlements, when  finally  agreed  upon." 

"Without  the  need  to  repeatedly  seek  enlargements  of  time  for 
those  purposes,  the  plaintiff,  in  the  view  of  this  Court,  has  em- 
barked upon  a  course  of  deliberate  stonewalling  of  this  Court's  ef- 
forts to  require  it  to  conform  to  those  rules  and  procedures  that 
apply  routinely  to  all  civil  litigants  in  the  Court.  These  14  pieces 
of  litigation  are  an  extreme  demonstration  of  the  FDIC's  confused, 
obstructionist,  inept  and  uncooperative  litigating  style." 

I  must  tell  you,  if  a  Chief  U.S.  District  Court  Judge  makes  a 
statement  as  direct  and  I  think  as  powerful  as  that,  you  can  imag- 
ine the  attitude  which  has  been  displayed  toward  a  lowly  borrower 
who  suddenly  finds  himself  to  be  called  a  deadbeat,  or  being  told 
"give  me  your  note  or  we  are  putting  you  out  of  business."  If  that 
is  the  attitude  reflected  by  attorneys,  what  has  been  the  attitude 
reflected  by  the  non-attorneys  in  the  everyday  practice  of  collecting 
these  debts? 

Mr.  Bovenzi.  Senator,  that  is 

Senator  Cohen.  And  that  is  not  isolated.  I  might  point  out,  I  did 
not  even  quote  another  District  Court  Judge,  Judge  Boyce  Lambert, 
who  had  a  similarly  harsh  statement.  We  have  judges  from  Texas, 
New  Orleans,  McLean,  Virginia,  all  saying  the  same  thing,  some- 
thing is  wrong. 

Mr.  Bovenzi.  I  will  be  glad  to  talk  about  the  attitude  and  respon- 
siveness issue.  You  have  raised  a  lot  of  issues,  Senator,  in  a  lot  of 
different  areas  that  I  am  anxious  to  have  an  opportunity  to 

Senator  Cohen.  Well,  I  have  interrupted  you,  because  you  were 
making  a  statement  that  the  FDIC's  role  is  to  treat  people  in  a 
fair-minded,  humane,  decent  fashion.  And  I  can  just  tell  you  from 
personal  experience,  anyone  who  has  had  any  dealings  with  FDIC's 
agent  RECOLL  Management  in  the  State  of  Maine  or  Massachu- 
setts did  not  find  that  to  be  the  case.  I  have  heard  other  state- 
ments today,  and  we  have  got  a  record  full  of  statements  made  by 
people  who  do  not  feel  they  have  been  treated  in  that  fashion. 

So  we  will  go  on  to  the  other  issues,  but  it  seems  to  me  the  FDIC 
has  an  absolute  obligation  to  treat  people  as  individuals,  as  human 
beings  and  with  a  sense  of  decency  that  I  find  has  been  lacking. 

Let  us  now  go  on  to  the  other  issues  about  the  process. 

Mr.  Bovenzi.  To  pick  up,  the  disposition  of  assets  is  a  difficult 
process.  Are  there  examples  where  we  have  recovered  less  than  an 
asset  than  we  might  have  through  an  alternative  method?  In  view 
of  the  thousands  of  assets  we  have  dealt  with,  the  answer  would 
have  to  be  yes.  Are  there  individuals  who  purchase  assets  and 
make  a  profit?  Again,  the  answer  is  yes. 

As  a  general  matter,  making  a  profit  is  why  people  are  in  busi- 
ness. Our  best  protection  against  selling  assets  below  value  is  that 
we  have  a  competitive  process.  We  market  assets  and  we  sell  them 
competitively,  and  the  market  protects  us  against  giveaway  prices. 
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Despite  that,  sometimes  we  will  reject  a  sale,  because  we  feel 
that  the  price  is  too  far  below  our  estimate  of  what  it  is  worth. 
Then  sometimes  the  market  has  even  subsequently  declined  and 
we  have  received  less  value  than  we  might  have  otherwise,  if  we 
had  accepted  that  sale.  And  sometimes  the  reverse  is  true,  where 
the  market  increases  and  we  recover  more. 

We  do  not  try  to  anticipate  market  fluctuations  or  speculate.  We 
try  to  sell  assets  for  what  they  are  worth,  determined  by  independ- 
ent appraisals  and  competitive  market  forces  at  a  given  point  in 
time.  Overall,  I  think  our  record  shows  that  we  have  been  success- 
ful in  our  disposition  of  assets,  and  that  some  of  these  isolated  ex- 
amples are  not  indicative  of  the  FDIC  as  a  whole. 

In  the  past  year,  since  I  was  named  Director  of  the  division,  we 
have  taken  a  number  of  steps  to  improve  our  operations.  Initially, 
we  began  the  process  by  conducting  a  top-to-bottom  review  of  our 
operations,  which  is  still  ongoing.  We  have  changed  the  name  of 
the  division  to  the  Division  of  Depositor  and  Asset  Services,  and 
created  regional  service  centers  to  more  accurately  define  our  pur- 
pose and  direction  and  to  reflect  our  commitment  to  providing  cus- 
tomer service,  quality  management  and  a  diverse  and  participatory 
workforce. 

We  have  undertaken  initiatives  to  improve  the  quality  of  our 
data  and  our  information  systems.  In  late  1992,  the  Corporation 
announced  a  reorganization  and  created  a  new  Division  of  Informa- 
tion Resource  Management  to  coordinate  FDIC  computer  oper- 
ations and  data  analysis  used  by  the  agency.  We  also  initiated  an 
effort  to  improve  data  integrity  in  the  information  systems  within 
the  division. 

We  initiated  an  Ombudsman  program  to  ensure  that  questions 
and  complaints  from  the  public  are  handled  fairly  and  quickly.  We 
are  notifying  borrowers  that  an  Ombudsman  is  available  to  inde- 
pendently review  any  issue  of  concern  that  they  may  have  that  is 
not  being  resolved  by  their  account  officer. 

And  we  have  set  up  a  new  national  Office  of  Internal  Review  to 
ensure  that  our  policies  and  procedures  are  being  followed,  and  to 
make  recommendations  to  improve  our  effectiveness  and  efficiency 
of  operations  and  overall  internal  controls.  This  new  office  reports 
directly  to  me. 

We  have  put  in  a  management  reporting  system  to  track  the 
findings  of  GAO  and  the  Inspector  General  audits,  as  well  as  inter- 
nal reviews.  The  Office  of  Internal  Review  will  use  this  information 
to  ensure  that  corrections  are  completed  and  that  adequate  man- 
agement attention  is  directed  to  achieving  timely  resolution  of  iden- 
tified problems. 

We  are  streamlining  our  decision-making  and  approval  process 
by  removing  unnecessary  levels  of  review  and  empowering  our  peo- 
ple on  the  front  lines  with  greater  authority  to  make  decisions.  The 
regional  office  function  is  being  phased  out.  Our  new  regional  serv- 
ice centers  have  been  established  to  improve  our  ability  to  make 
decisions  quickly,  with  the  Washington  office  concentrating  on  pol- 
icy and  planning  matters,  and  not  decision-making  on  individual 
cases. 

Senator  we  know  that  we  are  not  perfect  and  we  are  going  to  try 
to  take  actions  wherever  possible  to  improve  our  operations.  I  want 
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to  assure  you  that  we  take  our  role  as  public  servants  seriously  and 
do  whatever  it  takes  to  improve  our  operations. 

Moving  forward,  we  are  receptive  to  suggestions  on  how  to  bal- 
ance the  impact  of  our  asset  disposition  policies  on  local  economies, 
and  we  are  sensitive  to  the  fact  that  borrowers  are  facing  difficult 
times,  and  they  are  deserving  of  professional  and  honest  treatment 
from  the  FDIC  employees  and  private  contractors. 

I  will  stop  at  this  point  and  would  be  glad  to  answer  your  ques- 
tion. 

Senator  Cohen.  Thank  you  very  much,  Mr.  Bovenzi. 

You  indicated  that  the  FDIC,  like  any  other  agency — and  the 
Senate  itself — is  not  perfect.  I  recall  reading  one  comment  by  an 
FDIC  district  manager  who  said  but  the  Mars  probe  hasn't  been 
successful,  either.  I  do  not  think  we  ought  to  compare  the  FDIC's 
mission  with  that  of  NASA  or  trying  to  put  a  probe  on  the  planet 
of  Mars. 

Nonetheless,  what  do  you  make  of  the  testimony  you  heard  from 
the  prior  panel  of  people  who  work  on  the  front  line? 

Mr.  Bovenzi.  About  the  employees  in  particular? 

Senator  Cohen.  The  employees  in  particular. 

Mr.  Bovenzi.  The  issues  concern  me.  I  would  like  to  start  off  by 
saying  that  I  would  not  even  consider  any  form  of  retaliation,  if 
that  is  of  any  concern  to  you  or  to  those  employees. 

Senator  Cohen.  Oh,  it  is. 

Mr.  Bovenzi.  Because  I  am  anxious  to  hear  concerns  that  people 
raise,  and  my  intent  with  all  four  members  of  that  panel  was  to 
listen  and  to  learn  what  I  could,  as  well.  I  do  learn  things  from 
each  person  I  hear  talk  about  their  experience  with  the  FDIC,  and 
these  employees'  concerns  are  a  concern  of  mine.  I  have  been  trying 
to  travel  to  every  office  I  can  and  talk  to  as  many  employees  as  I 
can  directly,  and  talk  more  about  how  we  have  to  get  employees 
at  every  level  more  involved  in  the  decision-making  process  of  the 
division. 

I  do  believe  we  have  to  rely  on  individual  people  at  the  front  line. 
We  are  trying  to  do  more  to  delegate  decision-making  to  lower  lev- 
els. Already,  over  95  percent  of  the  decisions  made  in  the  division 
are  made  at  the  local  level.  We  are  sending  more  to  the  local  level. 
The  issue  still  to  look  at  is  within  that  level  what  kinds  of  decisions 
can  be  made  at  the  front  line,  what  kinds  of  decisions  are  made  by 
their  bosses  or  by  committees.  We  are  taking  a  look  at  that  issue, 
too. 

When  I  talked  about  a  top-to-bottom  review  of  our  organization, 
I  was  serious  about  it.  Streamlining,  efficiency,  decision-making  au- 
thority is  an  important  part  of  that,  so  we  are  undertaking  that  re- 
view. We  have  to  balance  that  kind  of  concern,  which  is  very  impor- 
tant to  us,  and  we  do  listen  very  carefully  to  what  the  Vice  Presi- 
dent is  talking  about  in  streamlining  decision-making  and  getting 
decisions  out  to  the  local  level. 

We  also  have  to  be  cognizant  of  issues  related  to  making  sure 
that  we  do  not  go  too  far  in  having  a  kind  of  system  where  there 
are  no  checks  and  balances.  So  when  there  is  talk  about  the  con- 
tracting problems,  I  am  not  going  to  tell  you  that  there  are  no  con- 
tracting problems.  I  am  not  going  to  tell  you  there  are  not  ways 
we  could  delegate  decision-making  to  improve  efficiency. 
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I  will  tell  you  that,  with  respect  to  contracting,  we  have  to  bal- 
ance a  variety  of  needs.  We  have  had  a  number  of  Inspector  Gen- 
eral reports  that  have  criticized  us  severely  in  the  past,  that  if  the 
person  on  the  front  line  was  involved  in  going  out  and  selecting  the 
contractor,  working  with  their  own  list,  that  we  had  the  potential 
for  too  much  of  a  buddy-buddy  system.  We  had  to  find  ways  to  open 
it  up  to  competition,  to  spread  it  out  to  give  equal  opportunity  to 
everyone,  and  to  find  ways  to  get  minorities  and  women  more  in- 
volved in  our  contracting  process. 

We  are  trying  to  do  that.  We  feel  our  statistics  are  getting  better. 
So  there  is  a  balance,  certainly.  At  the  same  time,  we  want  to  con- 
tinue to  try  to  find  ways  to  make  the  contracting  process  quicker. 
It  is  not  as  fast  as  I  would  like,  either.  Some  of  that  has  to  do  with 
increased  volumes  of  work.  Some  of  that  may  be  that  we  can  con- 
tinue to  refine  and  improve,  while  balancing  those  different  objec- 
tives. 

Senator  Cohen.  You  indicated  before  you  want  to  see  the  private 
sector  become  involved  in  the  FDIC's  disposition  of  assets,  and  if 
they  make  a  profit,  that  is  the  American  way.  I  might  say  to  Mr. 
Hess,  while  he  is  here,  it  is  fine  that  he  makes  a  profit,  but  I  am 
not  anxious  to  have  him  make  200  to  400  percent  profit  at  the  ex- 
pense of  the  FDIC's  requirement  and  obligation. 

I  am  happy  he  is  making  profits.  As  I  said  before,  I  also  hope 
you  are  paying  taxes  on  that  profit,  Mr.  Hess.  But  I  would  rather 
have  the  money  go  to  the  FDIC  than  to  Mr.  Hess,  and  that  does 
not  seem  to  be  the  case.  So  I  am  not  sure  the  market  protects  us 
against  giveaway  prices.  If  he  can  get  something  for  8  cents  on  the 
dollar  and  turn  around  and  sell  it  for  100  or  200  cents  on  the  dol- 
lar, something  is  wrong  in  that  system. 

Mr.  Bovenzi.  A  few  comments  about  Mr.  Hess'  interactions  with 
the  FDIC:  It  is  another  case  where  we  are  certainly  willing  to  sit 
back — and  I  am  not  here  to  discredit  Mr.  Hess  or  any  of  the  other 
panelists — and  I  think  we  have  learned  a  lot  from  Mr.  Hess'  situa- 
tion. We  admitted  that  we  did  make  mistakes  and  they  were  seri- 
ous mistakes. 

We  had  a  Denver  office  that  was  trying  to  do  a  number  of  things 
at  the  same  time.  It  did  not  have  adequate  information  and  it  put 
together  packages  that  gave  Mr.  Hess  incorrect  information.  As  a 
result,  he  came  back  asking  us  to  buy  back  assets.  And  we  have 
also  admitted  that  it  took  us  too  long  to  recognize  that  he  was  cor- 
rect and  that  we  should  buy  back  a  number  of  those  assets,  which 
we  ultimately  did.  That  is  what  led  to  GAO  coming  in  and  talking 
about  those  information  problems  and  loans  that  Mr.  Hess  had. 

We  have  taken  a  number  of  steps  in  the  information  systems 
which  I  will  be  glad  to  talk  about.  We  replaced  the  management 
in  that  office.  That  was  the  straw  that  broke  the  camel's  back  as 
far  as  we  were  concerned  about  how  that  office  was  running. 

And  in  terms  of  Mr.  Hess  making  large  profits,  again,  there  may 
be  situations,  and  there  are  always  going  to  be  instances  where 
people  turn  something  around  for  large  amounts.  But  we  are  this 
year  getting  100  percent  of  the  appraised  value  on  our  loan  sales, 
and  we  are  getting  90  percent  of  our  appraised  value  on  our  real 
estate  sales.  These  appraisals,  yes,  they  can  be  criticized  by  some. 
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One  of  the  criticisms  I  heard  was  they  are  sometimes  too  high, 
but  they  are  done  by  independent  outside  appraisers,  a  competitive 
process.  We  do  have  the  technical  people  involved  in  choosing 
them,  so  we  have  to  believe  that,  on  balance,  they  have  to  be  reflec- 
tive of  some  overall  performance. 

Senator  Cohen.  A  question  I  would  have,  how  would  you  know 
whether  you  are  getting  overall  high  marks  for  performance,  in 
light  of  what  the  GAO  has  indicated,  that  the  records  are  basically 
a  mess,  that  you  do  not  have  a  computer  system  which  you  can 
really  utilize  for  purposes  of  monitoring  real  estate  loans,  that 
things  are  done  by  hand  for  the  most  part,  that  files  are  in  dis- 
array, there  is  inadequate  information,  inaccurate  information, 
that  the  FDIC  does  not  know  whether  it  has  a  commercial  building 
versus  a  house  or  some  other  personal  property  within  a  file? 

There  is  a  total  disarray  within  the  management  of  those  files, 
so  how  would  you  be  in  a  position  to  say  we  are  doing  pretty  well, 
we  have  gotten  95  percent  of  the  appraised  value  on  loan  sales  and 
about  90  percent  value  on  the  real  estate,  in  light  of  what  the  GAO 
has  testified?  How  can  you  be  confident  of  that? 

Mr.  Bovenzi.  I  would  have  to  say  that  we  do  know  what  we  have 
for  assets  and  we  do  have  methods  of  determining  what  they  are 
worth.  The  GAO  went  in  and  primarily  looked  in  one  audit  report 
at  our  liquidation  asset  management  information  system.  It  is  the 
system  that  we  started  in  1983.  It  is  10  years  old.  It  does  have 
faults.  It  requires  a  large  number  of  data  elements  for  any  individ- 
ual asset.  It  is  time-consuming  to  maintain  all  of  that.  We  have  an 
asset  base  that  is  very  large  and  it  is  constantly  changing.  The  in- 
formation, the  data  elements  are  constantly  changing. 

So  we  have  tried  to  focus  on  our  data  integrity  initiatives  in  iden- 
tifying which  of  those  data  elements  are  key  ones  that  we  need  to 
make  sure  are  accurate,  and  are  doing  that.  On  the  less  important 
ones,  we  do  not  necessarily  require  the  same  degree  of  accuracy. 

Now,  at  the  same  time,  any  time  that  we  are  selling  an  individ- 
ual asset,  we  have  a  loan  file  right  there  that  has  all  of  our  infor- 
mation on  that  asset.  Whenever  we  are  putting  together  a  package 
for  loan  sales,  we  have  the  individual  information  on  each  asset. 

The  key  area  of  weakness  in  our  liquidation  asset  management 
information  system  relates  to  collateral  values  on  notes  not  being 
entirely  accurate.  I  would  agree  that  that  is  a  problem  with  our  in- 
formation system,  but  it  has  not  stopped  us  from  knowing  what 
those  collateral  values  are  and  getting  the  information  we  want 
and  putting  together  packages  or  dealing  with  individual  assets.  It 
is  just  not  always  in  that  place  that  is  being  looked  at. 

It  does  not  mean  we  are  happy  with  that  system  and  we  are  not 
trying  to  take  steps  to  improve  it.  We  are  reassessing  exactly  what 
data  we  need  and  what  kind  of  system  might  give  us  that  in  a 
more  efficient  and  effective  way.  But  I  would  not  jump  to  the  con- 
clusion that,  because  you  can  go  in  and  find  inaccuracies  in  some 
of  that  data,  we  cannot  get  good  value  on  our  assets. 

Senator  Cohen.  You  indicated  that  the  problem  seemed  to  be 
unique  to  the  Denver  office,  it  was  overloaded  with  a  lot  of  real  es- 
tate due  to  bank  failures  in  the  Southwest  and  so  forth.  What 
about  GAO's  statement  about  in  the  situation  in  the  Chicago  office? 
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As  I  recall,  they  looked  at  90  loans  and  they  found  that  57  had 
major  deficiencies  out  of  those  90.  Once  again,  it  was  not  some- 
thing unique  to  Denver,  it  was  endemic. 

Mr.  Bovenzi.  The  90  loans,  as  I  heard  the  comments,  saying  you 
did  not  demand  payment  on  all  of  these  in  a  timely  manner  or  ini- 
tiate foreclosure  actions  in  a  timely  manner.  I  would  argue  that  is 
not  necessarily  a  reflection  of  information  systems  and  being  able 
to  know  what  the  situation  is  on  any  individual  asset,  that  the  ac- 
count officer  would  have  information.  I  think  what  GAO  looks  at 
is  our  guidelines  for  when  we  ought  to  be  making  demand  pay- 
ments, when  we  ought  to  be  initiating  foreclosure  actions,  and  cites 
when  we  do  not  follow  that  exactly  to  the  letter  of  the  guidelines. 

Our  guidelines  are  put  there  just  as  that,  they  are  guidelines  and 
we  try  to  tell  the  account  officers  to  use  their  judgment.  We  do  not 
want  a  mechanistic  formula  approach  to  everything.  We  want  peo- 
ple to  look  at  that  asset  and  decide  what  is  best  for  that  asset,  and 
sometimes  they  are  trying  to  reach  a  settlement  with  a  borrower, 
without  going  forward  with  foreclosure  as  quickly  as  the  book  may 
suggest  or  demanding  full  payment  as  quickly. 

Senator  Cohen.  If  I  were  persuaded  that  the  failure  to  meet  the 
various  foreclosure  notices  or  demand  for  payment  were  the  result 
of  flexibility  with  the  officers  trying  to  negotiate  some  kind  of  a  fair 
settlement,  I  would  agree  with  you  completely.  But  that  is  not  the 
conclusion  I  come  to.  I  come  to  the  conclusion  that  the  files  are  in 
disarray  and  that  the  FDIC  is  not  paying  attention  to  what  is  due. 

I  point  to  the  Mayor  of  Saco,  who  could  demonstrate  that  rents 
were  not  collected.  He  described  that  the  Maine  Central  Power 
Company  was  one  of  the  tenants  where  rent  was  not  collected.  The 
FDIC  lost  $60,000  on  that  particular  item,  and  I  can  multiply  that 
many  times  over  in  these  other  cases.  So  if  it  were  only  a  question 
of  flexibility,  I  would  agree  with  you.  I  do  not  think  it  is  flexibility. 
I  think  it  is  either  negligence  or  neglect  or  indifference  or  just 
shabby  bookkeeping. 

Mr.  Bovenzi.  Senator,  again  I  am  not  claiming  that  those  infor- 
mation systems  are  as  good  as  we  would  like  and  that  there  are 
not  some  degree  of  problems.  I  am  trying  to  put  it  in  the  perspec- 
tive I  think  appropriate  for  it. 

With  regard  to  the  Mayor  of  Saco,  again  I  am  not  going  to  try 
to  discredit  anything  he  said.  In  fact,  there  are  things  that  I  have 
learned  from  this  case  in  my  review  of  the  case  across  the  board 
that  I  want  to  utilize  when  I  am  meeting  with  all  of  our  people 
around  the  country  and  talking  about  how  we  ought  to  be  interact- 
ing with  the  community. 

I  think  what  you  have  seen  is  a  situation  where,  with  the  rapid 
growth  of  the  FDIC  and  centralization  of  assets  in  certain  offices, 
that  we  have  not  been  as  pro-active  as  we  might  like.  This  past 
year,  we  have  been  trying  to  take  steps  to  be  much  more  pro-active 
and  to  interact  more  with  parties  who  have  a  vested  interest  in 
what  is  going  on. 

As  I  reviewed  that  particular  case  and  see  the  information  that 
I  saw,  I  did  not  find  fault  with  the  business  judgments  that  were 
made.  What  I  found  fault  with  is  perhaps  we  did  not  go  and  sit 
down  with  the  Mayor  and  explain  why  we  were  doing  things  a  cer- 
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tain  way  and  solicit  more  his  cooperation  and  support  in  doing 
that.  That  is  what  I  found  fault  with. 

We  are  trying  to  do  that  now,  and  I  have  been  personally  to 
meetings  with  mayors  in  Massachusetts  and  several  places,  and 
our  staff  has  met  with  other  mayors,  to  try  to  work  through,  OK, 
what  are  the  properties  in  your  community  and  how  can  we  meet 
our  statutory  mandate  to  maximize  value,  while  doing  what  we  can 
for  the  community.  I  cannot  tell  you  that  we  have  done  that  as 
much  as  I  would  like.  I  can  tell  you  that  we  are  going  to  try  to  do 
that  as  much  as  we  can. 

Senator  Cohen.  I  appreciate  what  you  are  saying,  Mr.  Bovenzi. 
A  change  in  name  is  all  well  and  good,  but  I  think  it  has  got  to 
be  a  real  change  of  heart  before  there  is  any  fundamental  change 
in  the  results  that  we  are  talking  about. 

When  I  saw  that  you  have  changed  the  name  from  the  Division 
of  Liquidation  to  Asset  Management,  I  thought,  well,  George  Or- 
well lives  on,  that  all  we  have  to  do  is  just  keep  changing  names. 
If  we  just  give  it  a  nice  name  that  will  change  the  result.  That  is 
not  the  case. 

I  think  you  have  got  to  really  have  a  change  of  attitude  down  the 
line.  Based  on  my  experience  in  going  through  hearings  in  both 
Maine  and  Massachusetts  and  from  what  I  have  heard  today,  it  is 
going  to  take  some  real  hands-on  management  development  skills 
and  people-developing  skills,  as  well.  Because  what  basically  all  the 
people  want  out  there  who  find  themselves  in  this  predicament, 
most  of  the  people  I  have  dealt  with  that  I  have  seen  want  to  do 
right.  They  are  mostly  honest  people,  without  trying  to  take  advan- 
tage of  a  situation  or  stalling.  They  want  to  keep  their  property. 

I  notice,  for  example,  when  dealing  with  borrowers,  the  FDIC 
claims  it  does  not  have  the  ability  to  offer  refinancing.  Yet,  if  an 
investor  comes  along  like  Mr.  Hess,  they  offer  them  financing.  The 
question  I  have  is  why  not  offer  people  who  currently  have  loans 
with  FDIC  financing,  if  you  are  willing  to  offer  it  to  an  investor? 

Mr.  Bovenzi.  Senator,  we  are  trying  to  do  the  similar  thing  for 
borrowers  that  we  are  doing  for  investors.  Most  of  our  sales  are  on 
a  cash  basis.  Yes,  we  do  offer  financing  in  certain  sales.  There  is 
no  extension  of  new  money  in  any  of  that  financing.  All  we  were 
doing  when  we  say  we  are  financing  is,  you  make  your  down-pay- 
ment of  25  or  30  percent,  whatever,  and  then  you  can  make  pay- 
ments over  a  period  of  time.  That  is  our  financing. 

That  is  what  we  try  to  do  with  borrowers  when  we  restructure 
and  work  out.  You  have  been  making  payments,  your  demand  note 
comes  due,  let  us  find  out  if  we  can  restructure  a  payment  program 
over  time,  and  if  you  have  the  willingness  and  ability  to  make  rea- 
sonable payments,  yes,  let  us  try  to  do  that. 

Senator  Cohen.  Has  that  been  the  attitude  in  the  past? 

Mr.  Bovenzi.  Senator,  I  believe  it  is  an  attitude  there.  I  cannot 
tell  you  that  it  has  always  worked  as  well  as  I  would  like.  I  am 
trying  to  make  sure  that  is  an  attitude  that  is  well  understood  in 
the  division. 

I  think  if  you  look  at  it,  that  even  if  you  look  at  our  statutory 
mandate,  that  it  is  not  in  the  interest  of  an  account  officer  to  go 
and  foreclose  on  somebody.  It  is  a  timely,  expensive  process.  And 
in  terms  of  how  we  credit  these  account  officers,  they  get  credit  for 
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collections  coming  in  the  door.  If  they  go  to  a  foreclosure,  that  asset 
is  taken  out  of  their  hands  and  they  do  not  get  any  credit  for  that. 

They  have  an  incentive  in  our  system  to  try  to  work  with  people. 
If  it  has  not  worked  in  certain  situations,  I  want  to  look  into  them, 
if  it  has  been  a  reflection  that  there  has  been  a  large  volume  of 
work,  there  have  been  assets  that  have  been  packaged  and  sold 
where  we  have  not  had  contact  with  borrowers.  But  if  somebody  is 
willing  to  talk  with  us,  we  are  going  to  be  willing  to  talk  with 
them. 

Senator  Cohen.  Does  that  mean  you  are  going  to  put  more  em- 
phasis on  individual  asset  management  disposition,  as  opposed  to 
bulk  sales? 

Mr.  Bovenzi.  I  think  that  is  probably  right,  that  as  the  division 
shrinks  in  its  size,  we  have  to  try  to  look  at  what  is  cost-effective 
all  the  time.  The  more  assets  you  have,  the  more  you  can  say  it 
is  cost-effective  to  try  to  package  them  quickly  and  sell  them.  The 
fewer  you  have,  the  more  you  can  sit  down  with  individual  assets. 

I  will  certainly  say  that  the  emphasis  is  becoming  much  more  on 
restructure  and  workouts,  less  on  foreclosures.  When  I  look  at  our 
overall  statistics,  the  trend  has  been  more  and  more  restructures 
and  workouts,  and  fewer  foreclosures.  Again,  I  know  statistics  do 
not  talk  about  the  human  factor,  but  when  we  look  overall,  there 
is  not  a  lot.  That  is  only  part  of  the  picture,  but  it  is  a  part  of  the 
picture. 

There  are  going  to  be  some  assets  where,  for  cost  factors  or  oth- 
ers, we  would  package  and  sell.  Certainly  performing  loans,  there 
are  readily  available  markets.  There  is  no  reason  not  to  package 
those  and  sell  them.  With  a  good  majority  of  non-performing,  it  is 
in  our  interest  to  try  to  work  them  before  deciding  on  any  packag- 
ing approach. 

Senator  Cohen.  You  indicated  that  the  FDIC's  disposal  related 
expense  is  about  9  percent  of  its  collections,  is  that  right? 

Mr.  Bovenzi.  Yes,  that  is  correct. 

Senator  Cohen.  Does  that  include  attorney  fees,  outside  attor- 
neys? 

Mr.  Bovenzi.  No,  it  does  not. 

Senator  Cohen.  And  have  you  seen  a  number  of  stories  in  which 
the  attorney  fees  have  been  rather  extensive? 

Mr.  Bovenzi.  Yes,  I  have. 

Senator  Cohen.  Have  you  looked  into  those  stories  at  all? 

Mr.  Bovenzi.  Yes,  I  think  our  legal  division  has  been  made  quite 
aware  that  legal  fees  in  previous  years  were  escalating.  There  is, 
again,  a  tremendous  volume  of  work.  The  general  counsel,  who  is 
now  leaving  the  agency,  Al  Byrne,  one  of  his  major  focuses  was  to 
try  to  get  better  control  over  administrative  expenses,  and  I 
think — and  I  do  not  have  the  statistics  for  the  legal  division,  but 
I  think  there  has  been  a  clear  downward  trend  in  those  expenses 
over  the  past  few  years. 

Senator  Cohen.  I  mention  this,  because  in  the  Texas  case,  Judge 
John  McBride  called  FDIC's  actions  outrageous  and  found  that  the 
agency  and  its  outside  attorneys  had  acted  to  burden  the  defend- 
ants with  the  costs  of  litigation  to  the  end  of  aiding  the  FDIC  in 
its  attempt  to  extract  unwarranted  settlement  payments. 
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Then  in  another  case  from  McLean,  Virginia,  the  FDIC  sued  the 
directors  of  the  McLean  Savings  &  Loan  Association  for  $15  mil- 
lion. Apparently,  they  collected  some  $40,000  from  the  two  defend- 
ants who  settled,  but  spent  almost  $4  million  in  legal  fees  to  collect 
the  $40,000. 

Mr.  Bovenzi.  I  do  not  have  any  specifics  to  tell  you  on  those 
cases.  I  would  be  glad  to  provide  them  to  you,  if  you  like. 

Senator  Cohen.  Investors  are  making  between  200  and  400  per- 
cent profit  by  just  going  to  the  individuals  and  saying  can  you  pay 
this  loan  off.  We  discovered  one  case  which  I  previously  mentioned 
where  there  was  $96,000  due  on  a  note  which  the  FDIC  sold  to  an 
investor  for  $1,700.  That  investor  went  to  the  individual  and  said 
I  have  got  a  note  here  from  you  for  $96,000,  and  he  paid  it  off  im- 
mediately. 

But  aside  from  those  kinds  of  issues,  if  the  investors  are  making 
between  200  and  400  percent  profit  by  negotiating  with  borrowers, 
do  you  not  think  some  additional  funds  could  be  spent,  perhaps  in- 
creasing the  9  percent  administrative  expense  to  10  percent  or  12 
percent,  if  necessary,  which  could  minimize  the  amount  of  profit 
Mr.  Hess  and  his  company  are  making,  while  maximizing  the  funds 
that  are  going  to  the  bank  insurance  fund? 

In  other  words,  you  have  got  to  balance  this  off.  FDIC  could 
spend  50  percent  in  administrative  expenses  and  maybe  not  realize 
any  more  gain.  What  I  am  suggesting  to  you  is  that  maybe  you  will 
have  to  look  at  that  9  percent  administrative  expense  and  see  if  it 
is  worth  trying  to  do  a  little  more  negotiation  and  repackaging  be- 
fore it  goes  out  to  private  investors. 

Mr.  Bovenzi.  Yes,  Senator,  and  it  is  one  issue  we  constantly 
wrestle  with.  You  try  to  work  with  an  individual  borrower,  and 
how  long  do  you  do  that  and  at  what  point  do  you  cut  that  off  and 
put  a  loan  in  a  package  for  sale,  and  certainly  we  have  got  to  keep 
evaluating  how  to  do  that. 

Senator  Cohen.  Mr.  Bovenzi,  you  have  been  saved  by  not  a  fly- 
ing Nevada  fan  coming  in  to  break  up  the  fight  here,  but  the  bell's 
going  off.  I  have  got  about  4  minutes  to  go  over  and  vote. 

No.  1,  I  want  to  thank  you  for  coming.  No.  2,  it  is  not  my  purpose 
to  try  to  embarrass  you  or  the  FDIC.  But  I  must  tell  you,  I  am  an 
ombudsman  myself.  Every  member  of  the  Senate  is  an  ombuds- 
man. We  are  the  ones  who  have  to  go  back  out  every  weekend,  sit 
down  with  our  constituents  and  listen  to  their  complaints,  and 
their  complaints  are  they  are  not  getting  through,  they  are  still  not 
being  treated  fairly.  They  are  being  treated  in  a  rough-shod,  indif- 
ferent, arrogant,  abusive,  contemptuous  manner. 

That  tends  to  happen,  when  people  who  are  in  a  bureaucracy  do 
not  have  to  face  elections  and  do  not  have  to  deal  with  constitu- 
ents. FDIC  cannot  just  say  give  us  the  money  or  get  out  of  town. 
That  has  got  to  change,  if  the  FDIC  is  going  to  continue  to  carry 
out  its  mission. 

So  my  purpose  here  is  to  call  your  attention  not  to  isolated  cases 
of  complaint,  but  a  persistent,  pervasive,  endemic  type  of  situation 
in  which  people  feel  they  are  not  being  treated  as  American  citi- 
zens ought  to  be  treated. 

Then  when  you  have  examples  of  Mr.  Hess,  he  symbolizes  the 
American  spirit.  He  is  out  there  making  money  where  he  can  make 
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it  and,  even  when  he  calls  it  to  your  attention,  he  seems  to  be  being 
penalized  for  having  the  arrogance  to  take  on  the  bureaucracy. 
That  is  something  also  that  has  got  to  be  disbanded,  and  the  soon- 
er the  better. 

Hopefully,  this  hearing  will  produce  some  kind  of  a  change,  as 
I  said,  not  of  name.  Forget  the  name  change.  I  want  a  change  of 
results,  change  of  heart,  change  of  process  and  procedures  of  how 
to  deal  with  people  who  may  be  temporarily  in  a  bind  and  need 
your  help  in  getting  out  of  it,  while  not  compromising  your  mission. 

With  that,  enough  of  the  lecturing  from  me.  Thank  you  very 
much  for  coming. 

The  hearing  will  stand  in  adjournment. 

[Whereupon,  at  5:52  p.m.,  the  Subcommittee  was  adjourned.] 
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CITY  OF  SACO 


OFFICE  OF  THE  MAYOR 

Saco  City  Hill 

300  Main  Street.  Saco,  Maine  04072 


MARK  JOHNSTON 
MAYOR 

Telephone  (207)  282-4191 


MAYOR'S  PRESENTATION 


Mr.  Chairman  and  Members  of  the  Subcommittee: 

Thank  you  for  the  opportunity  to  appear  today  to  share  with  you  my 
experiences  with  F  D.I.C.   I  am  the  Mayor  of  the  City  of  Saco  and  was  just  elected  last 
Tuesday,  November  2nd,  to  begin  my  third  term. 


City  of  Saco  Profile: 

The  City  of  Saco  is  a  small  but  growing  coastal  community  of  15,181  residents 
located  in  southern  Maine.   The  municipality  operates  under  the  strong  Mayor  form  of 
local  government  and  presently  administers  a  combined  City/School  budget  of 
$22,000,000.   The  City's  property  valuation  is  presently  $730,000,000  and  our  largest 
property  tax  payers  are  defense  and  tourism  related  industries. 

During  the  1980's,  Saco's  population  grew  by  17.5%,  largely  due  to  regional 
economic  factors  fueled  by  the  Massachusetts'  Miracle.   Unlike  the  rest  of  southern 
Maine,  Saco  had  to  overcome  a  tax  cap  and  default  that  left  the  City  in  political  turmoil 
for  most  of  the  decade.   This  weak  financial  position  coupled  with  political  instability 
and  rapid  growth  produced  an  economic  environment  that  opened  the  door  for  a  waste 
to  energy  Incinerator  and  the  Saco  Island  TIF.  District. 

Introduction: 

In  June  of  1985,  the  City  of  Saco  entered  into  a  tri-party  agreement  with  the 
Finance  Authority  of  Maine  (F.A.M.E.)  and  Island  Associates  (Gavin  Ruotolo)  for  the 
purpose  of  redeveloping  a  group  of  five  (5)  mill  buildings  and  two  (2)  vacant  tracts  of 
land  into  a  commercial,  retail  complex  supported  by  residential  condominiums.  The 
master  plan  for  the  Saco  Island  T.I.F.  project  envisioned  a  marina  on  the  Saco  River, 
a  public  waterfront  park,  a  multi-story  hotel,  a  200  car  parking  garage,  commercial 
offices,  retail  shopping,  and  low  and  moderate  income  housing,  and  other  supported 
facilities. 
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Preamble: 

I  have  been  asked  to  appear  before  your  Senate  Oversight  Sub-Committee  to 
convey  our  experience  with  F.D.I.C.  as  it  relates  to  the  Saco  Island  Tax  Increment 
Finance   District.   F.D.I.C.  assumed  control  of  the  development  project  in  February  of 
1990  after  the  developer,  Gavin  Ruotolo,  General  Partner  of  Island  Associates,  failed 
to  perform  under  the  terms  of  the  loan  agreements  issued  by  Yankee  Bank  of  Boston. 
Following  the  failure  of  Yankee  Bank  for  Finance,  and  Savings,  F.D.I  C.  assumed 
management  responsibilities  for  the   Saco  Island  properties  but  decided  not  to  pursue 
foreclosure  since  F.D.I.C.  saw  no  value  in  acquiring  title  to  the  15  acre  development. 

In  a  letter  to  Senator  George  Mitchell,  dated  March  13,  1992,  F.D.I.C.  revealed 
their  intention  to  return  control  to  the  original  "non-performing"  developer  for  future 
considerations  thereby  withdrawing  as  mortgagee-in-possession    This  decision 
became  final  on  May  14th  when  F.D.I.C  entered  into  a  privately  negotiated  agreement 
with  Island  Associates  which  released  Island  Associates  from  any  further  liability  under 
the  Yankee  Loan,  and  allowed  F.D.I.C.  to  close  out  the  project  file.   Six  weeks  later, 
110  Main  Street  Corporation,  a  party  named  in  the  May  14th  settlement  agreement 
between  Island  Associates  and  F.D.I.C.  held  a  mortgagee's  foreclosure  auction  and 
sold  the  entire  Saco  Island  T.I.F.  project  for  $110,000  to  a  group  of  local 
businessmen. 

During  the  F.D.I.C.'s  two  year  management  history  of  the  Saco  Island  T.I.F. 
Project,  the  City  of  Saco  continually  raised  issues  concerning  security,  safety,  liability, 
and  structural  neglect.  The  City  inquired  about  purchasing  portions  of  the  property 
that  were  suitable  for  development  given  the  central  location  of  the  project.    In 
addition,  the  City  informed  F.D.I.C.  officials  about  the  economic  benefits  of  the  T.I.F, 
Reimbursement  Agreement,  the  C.M.P.  lease,  and  other  revenues  generated  from 
commercial  and  residential  leases. 

Despite  our  attempts  to  open  the  lines  of  communication,  the  City  was  told 
repeatedly  that  F.D.I.C.  did  not  own  the  property  and  that  any  offer  to  purchase  any  of 
the  assets  would  have  to  be  directed  to  the  current  property  owner.   Coincidentally, 
Mr.  John  Dziadul,  F.D.I.C,  Liquidation  Assistant,  states  in  a  letter  dated  July  31,  1991, 
that  F.D.I.C.  is  acting  as  the  property  manager  in  the  absence  of  the  owner. 

This  position  appears  to  be  in  direct  conflict,  however,  with  F.D.I.C.'s  negotiated 
settlement  with  Island  Associates.   The  property  owner,  Gavin  Ruotolo,  did  not 
participate  in  the  May  14,  1992,  signing  of  that  agreement.  According  to  F.D.I.C.  Log 
#  92-740  and  F.D.I.C.  attorney,  John  P.  Adams,  Mr.  Ruotolo  advised  his  office  that  the 
principle  owner  elected  not  to  participate  in  the  May  14th  settlement. 
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To  illustrate  my  allegation  that  F.D.l.C.  lack  sensitivity  to  community  concerns 
and  failed  to  respond  in  a  timely  fashion,  I  would  like  to  present  three  examples  for  the 
Subcommittee's  consideration.   The  examples  of  project  mismanagement  between 
February  1990  and  May  1992  focus  on  building  and  grounds  security,  maintenance  of 
the  parking  garage,  and  unfounded  environmental  concerns. 

First,  the  City  began  writing  notices  to  Saco  Island  Associates  and  Gavin 
Ruotolo  as  early  as  January,  1990,  requesting  that  the  owner  submit  a  formal  plan 
concerning  a  request  to  disconnect  fire  protection  systems.   The  letter  insists  that  the 
City  must  know  what  portions  of  the  fire  alarm  system  is  operational  and  what  part  of 
the  system  is  shut  down.   The  City  of  Saco  writes  to  Mr  Ruotolo  on  February  2nd 
asking  that  he  or  his  designated  representatives  meet  with  Fire,  Police,  and  Public 
Works  staff  members  to  determine  what  actions  may  need  to  be  taken  in  case  of  a 
safety  emergency.  The  City  receives  not  a  single  response  from  Saco  Island 
Associates,  Gavin  Ruotolo,  or  F.D.l.C  despite  repeated  claims  that  F.D.l.C.   has  spent 
$500,000  on  upkeep  of  the  property  and  that  F.D.l.C.  assumed  management  of  the 
property  in  February  of  1990. 

In  July  of  1990,  the  City's  Building  Inspector  notifies  the  City  Attorney,  Jim 
Boone,  that  the  owners  of  the  Saco  Island  T.I.F.  Project  have  violated  the  City's 
Sprinkler  System  Ordinance  and  that  certain  portions  of  Mill  Buildings  #  3  and  4  are 
not  protected  should  a  fire  break  out.   Mr.  Lambert  also  points  out  that  security  is 
lacking  on  the  project  and  that  windows,  doors,  and  electrical  wiring  are  being  either 
broken  or  stolen.  A  fire  in  Mill  Building  #  6  is  quickly  extinguished  on  November  7th, 
but  the  City's  Fire  Chief,  Larry  Smith  raises  the  same  concerns  with  little  avail. 

Secondly,  the  City's  Building  Inspector,  Dick  Lambert,  leams  in  the  spring  of 
1990  that  a  consulting  engineer  is  hired  by  F.D.l.C.  to  investigate  structural  problems 
on  the  parking  deck  but  does  not  hear  of  the  inspection  results  nor  does  he  receive  a 
copy  of  the  engineering  report.   In  July  of  1990,  the  City  discovers  that  the  parking 
garage  and  deck  have  been  closed  by  Hardy-Pond  Engineering  because  of  structural 
problems.   The  City  receives  no  official  notification  from  F.D.l.C.  as  to  the  reasons  for 
closing  the  parking  facility  and  is  not  given  any  directions  should  a  major  fire  or  other 
emergency  require  the  response  of  public  safety  equipment  and  manpower  from  the 
City. 

Our  Building  Inspector  continues  to  press  F.D.l.C.  and  Hardy-Pond  Construction 
for  a  copy  of  the  structural  report  and  is  told  on  August  17th  that  the  information  must 
be  released  by  F.D.l.C.  attorney  Horace  Horton      Mr.  Lambert  writes  to  Mr.  Horace 
Horton  on  August  20th  asking  about  the  present  condition  of  the  deck  and  what  action 
F.D.l.C.  plans  to  take  to  repair  the  structure.   A  phone  call  to  Claude  Hall  at  F.D.l.C. 
finally  produces  a  response  and  the  Building  Inspector  is  assured  that  engineers  will 
design  the  necessary  deck  work  and  that  a  support  system  will  be  in  place  as  soon  as 
possible    On  September  27th,  City  Building  Inspector  meets  with  Pinkham  &  Greer 
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Consulting  Engineers  to  discuss  a  temporary  solution  for  shoring  up  the  parking  deck 
to  provide  access  for  fire  trucks  and  other  emergency  vehicles.   The  City  of  Saco  is 
notified  on  November  5,  1990  that  the  repairs  to  the  deck  are  complete. 

This  "cooperative"  effort  is  sadly  undermined  one  month  later  when  Hardy- 
Pond  Construction  closes  the  parking  garage  and  deck  due  to  new  structural 
problems.   Again,  the  City  is  not  given  any  clue  as  to  what  the  closure  means  or  how 
the  problem  will  impact  emergency  responses.    Mr.  Lambert  repeatedly  phones 
F.D.I.C.  officials  and  is  told  by  Mr.  Dziadul  on  February  25,  1992  that  F.D.I.C.  is 
concerned  with  liability.   Mr  Dziadul,  however,  agrees  to  release  the  engineering 
report  as  long  as  the  City  does  not  rely  on  the  accuracy  or  completeness  of  the  report 
and  that  the  City  will  not  hold  F.D.I.C.  responsible.   The  unofficial  engineenng  report 
arrives  at  City  Hall  on  March  4,  1992. 

After  the  June  30,  1992  auction,  the  City  of  Saco  agrees  to  pay  for  an 
engineering  inspection  at  a  cost  of  $5,000.   This  report  concluded  that  the  parking 
garage  and  deck  had  been  designed  properly  and  that  the  facility  had  been 
constructed  according  to  the  approved  engineering  design  standards.  The  new 
owners  completed  the  parking  deck  repairs  for  approximately  $50,000  (est.) 

Finally,  we  suspect  that  F.D.I.C.'s  unwillingness  to  assume  a  greater  stake  in 
the  Saco  Island  Project  stems  from  the  fear  that  hazardous  materials  thought  to  be 
on-site  might  place  them  in  significant  risk  and  subject  them  to  future  liability. 
F.D.I.C.'s  reference  to  the  site  as  a  "major  distress"  hints  that  the  value  of  the  property 
diminished  because  of  the  environmental  uncertainty  which  they  wanted  to  avoid  at  all 
costs. 

The  City  of  Saco  disputes  this  environmental  contamination  claim  by 
referencing  three  letters  offered  as  part  of  the  foreclosure  auction  prospectus,  dated 
June  5,  1992,  and  a  phase  II  environmental  assessment  complied  by  Dames  &  Moore, 
dated  September  19,  1990.   The  Dames  &  Moore  environmental  assessment 
Commission  by  F.D.I.C.  did  not  uncover  any  serious  levels  of  hazardous  materials. 
The  report  does  identify  lead  base  paint,  petroleum  contaminated  soils,  and  the 
presence  of  asbestos  but  none  of  the  materials  were  seen  as  substantial  impediments 
to  commercial  or  industrial  development.    It  is  interesting  to  note  that  this  report  was 
never  shared  with  either  the  Maine  Department  of  Environmental  Protection  (MDEP) 
and  the  Finance  Authority  of  Maine  (F.A.M.E.).  The  three  letters  referenced  above  are 
outlined  as  follows: 

A)        Maine  Department  of  Environmental  Protection  -  November  27,  1985 

"DEP  finds  no  basis  pursuant  to  any  provision  of  Title  38,  Chapter  13 
and  13  -B  of  the  Maine  Revised  Statutes  for  any  proceeding  in  which 
DEP  would  seek  to  limit  or  prohibit  the  use  of  the  property  for  any  purpose". 
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B)  Clean  Harbors  of  Maine,  Inc.  -  February  12,  1986 

"This  is  to  notify  you  (F.A.M.E.)  that  the  last  load  of  hazardous  waste 
was  removed  from  the  NKL  site  on  Monday,  February  10,  1986.   Clean 
Harbors  has  conformed  to  the  contract  and  no  hazardous  waste  remains 
on  site" 

C)  Buerhaus  Resource  Industries  -  December  22,  1987 

"This  letter  is  to  inform  you  (Island  Associates)  that  B.R.I,  had  a  contract 
and  successfully  completed  the  removal  of  asbestos.  The  contract  was 
to  remove  all  asbestos  containing  products  from  the  various  mill  buildings 
at  the  Saco  Island  Project". 

In  conclusion,  I  would  like  to  respond  to  the  claims  made  by  F.D.I.C.  about  their 
sensitivity,  cooperation,  and  management  of  the  Saco  Island  T.I.F.  Project.   F.D.I.C. 
officials  state  over  and  over  again  that  they  are  not  the  owners  of  the  project  yet  they 
insist  in  several  documents  that  F.D.I.C.  assumed  control  of  the  project  early  in  1990. 
This  contradiction  created  a  great  deal  of  confusion  for  the  City  of  Saco  because 
ownership  denotes  control  or  is  it  the  other  way  around.   The  F.D.I.C.  claims, 
however,  to  have  spend  $500,000  on  maintenance  over  a  two  year  period  while  Saco 
Island  Associates  refused  to  answer  a  single  letter  or  phone  call.  The  fact  of  the 
matter  is  that  F.D.I.C.  representatives  were  very  consistent  in  their  treatment  of  local 
governmental  officials.   F.D.I.C.  chose  to  be  uncooperative  and  attempted  to  force  the 
City  to  deal  with  Mr.  Gavin  Ruotolo,  Island  Associates,  a  "non-performing"  owner  that 
F.D.I.C.  itself,  could  not  get  to  the  contract  signing  table  on  May  14,  1992. 

Several  questions  come  to  mind  as  I  reviewed  to  project  files  and  as  I 
contemplated  the  semantics  used  to  describe  the  words;  owner,  management,  and 
control. 

If  F.D.I.C.  actually  spent  $500,000  on  upkeep  of  the  Saco  Island  property,  then 
why  would  F.D.I.C.  refuse  to  protect  their  investment? 

If  F.D.I.C.  did  not  own  the  project  and  could  only  pass  control,  how  could 
F.D.I.C.  negotiate  directly  with  110  Main  Street  Corp.? 

How  could  F.D.I.C.  reduce  the  $10,000,000  loan  with  Island  Associates  to  a 
$900,000  promissory  note  with  110  Main  Street  Corp.?   How  could  110  Main  Street 
Corp.  purchase  from  the  Receiver  (F.D.I.C.)  the  Yankee  Note  and  the  Yankee  Loan 
Documents? 

If  F.D  I.C.  could  negotiate  directly  with  110  Main  Street  Corp.,  why  would 
F.D.I.C.  refuse  to  include  the  City  of  Saco? 
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The  City  of  Saco  controls  the  T.I.F.  Reimbursement  Agreement  valued  at 
$200,000  per  year.   Why  did  F.D.I.C.  ignore  this  valuable  asset?  What  about  the 
other  financial  assets  of  the  project  such  as  the  Central  Maine  Power  owner  property 
lease? 

A  final  note  on  the  F.D.I.C.  management  and  disposal  of  the  Saco  Island 
project.  After  two  years  of  overseeing  the  management  of  the  property  in  the  absence 
of  the  original  owner,  F.D.I.C.  failed  to  recognize  or  realize  that  a  certain  railroad  spur 
remains  with  the  original  owner,  Gavin  Ruotolo  and  Island  Associates.   I  wonder  if 
this  twenty  foot  strip  of  property  has  any  impact  on  the  settlement  agreement  made 
with  Andy  Ross  and  110  Main  Street  Corp.    I  suspect  it  will  have  a  direct  affect  on  the 
future  development  of  the  Saco  Island  T.I.F.  Project. 
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•.Doug 
Hess 

Investments 


TESTIMONY  OF  DOUGLAS  M.  HESS 
9  November  1993 

Thank  you  Mr.  Chairman.   I  would  like  to  summarize  my  written  statement  and 
ask  that  it  be  entered  into  the  record  in  its  entirety. 

You  invited  me  here  today  to  share  my  knowledge  and  opinions  of  the  FDIC 
and  while  I  have  a  variety  of  concerns  about  that  maverick  agency,  I  will 
restrict  my  remarks  to  the  two  areas  you  requested. 

Mr.  Chairman,  my  name  is  Douglas  Hess.   I  am  the  founder  of  Doug  Hess 
Investments  or  DHL   DHI  is  a  company  that  raises  funds  from  investors 
and  uses  that  money  to  purchase  loans  that  are  sold  by  banks,  other 
investment  organizations  or  the  federal  government.   As  a  return,  our 
investors  receive  profits,  of  20  to  40  percent,  20  percent  semi  annual, 
40  percent  annual. 

In  my  experiences  I  have  purchased  several  loans  where  my  profit  margin 
exceeded  100  percent  per  quarter.   Time  after  time  after  time  I  have 
consistently  made  these  types  of  profits  and  FDIC  is  the  only  organization 
that  allows  me  this  margin  of  profit.   Other  investors  make  substantially 
more  but  they  are  looking  at  the  financial  gain  rather  than  the  human 
devastation . 

I  offer  this  figure  not  to  boast  of  my  business  ability,  but  as  an 
indication  of  the  profit  that  can  be  made  when  loans  are  properly  handled. 

FDIC  will  attempt  to  discredit  me  wherever  they  can.   It  is  not  new  to  them 

for  they  tried  to  do  this  in  1990  and  1991  and  failed. 
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Mr.  Chairman,  I  want  to  stress  the  examples  published  after  Scripps 
Howard  News  Service's  investigation  are  not  isolated  incidents  as  the 
FDIC  might  portray  them,  rather  they  are  the  norm. 

In  85  percent  of  the  loans  I  bought  from  the  FDIC,  the  borrowers  were, 
in  almost  every  case,  fine,  upstanding  people  who  simply  wanted  to  pay 
back  their  loan.   My  contact  with  them  always  prompted  the  comment  that 
they  were  just  happy  to  have  the  chance  to  speak  to  someone  who  was  willing 
to  listen  and  not  just  dictate.   All  of  them  just  wanted  to  be  treated 
fairly. 

I  em  here  to  tell  you  that  as  an  investor  who  buys  loans  from  the  FDIC, 
I  have  run  across  about  every  abusive  situation  you  could  imagine  and 
several  that  you  couldn't  start  to  believe. 

Perhaps  it  would  be  helpful  if  I  explained  how  I  found  the  FDIC  attempts 
to  work  with  these  borrowers,  or  at  least  in  my  part  of  the  country. 

It  start6  when  FDIC  closes  a  failing  bank.   The  new  bank  that  takes  over 
gets  all  the  bank  deposits  and  the  best  assets  and  loans.   It's  celled 
cherry  picking.   The  remaining  loans,  the  ones  the  bank  didn't  want,  are 
packed  up  and  taken  to  the  nearest  FDIC  Regional  office.   The  FDIC  then 
sands  out  a  notice  telling  borrowers  where  to  make  their  payment. 

Most  borrowers  try  to  make  their  payments  but  in  all  too  many  cases,  the 
FDIC  sends  their  checks  back,  usually  with  a  letter  demanding  payment  in 
full. 
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The  FDIC  tells  them  "We  are  not  a  bank.   We  are  a  liquidator.   Go  find  the 
money  somewhere  and  pay  us  off." 

In  case  after  case  that  I've  handled,  when  the  borrower  asked  the  FDIC 

for  the  payoff  or  the  total  amount  owed,  they  were  told  that  the  information 

isn't  available  and  to  call  back  in  a  month. 

The  vast  majority  of  these  people  try  to  make  payments  and  pay  their  debts. 
They  are  not  the  criminals  and  deadbeats  that  FDIC  labele  them.   In  all  too 
many  cases  I  can  show  that  FDIC,  for  whatever  reason,  its  bureaucracy  or 
pure  intent,  usually  sits  on  these  loans  for  months  or  years,  sending  out 
a  steady  stream  of  demand  letters,  but  making  little  or  no  real  attempt  to 
resolve  the  problem. 

The  ability  of  these  people  to  find  other  banks  to  refinance  their  loans 
is  made  pure  hell  by  bankers  who  believe  that  since  their  loans  were  not 
good  enough  to  be  kept  by  the  new  bank,  they  don't  want  the  loans  in  their 
portfolio  because  they  might  be  the  next  bank  closed. 

The  problem  is  often  compounded  because  in  communities  where  banks  have 
closed  and  hundreds  of  loans  were  called  in,  property  values  decrease 
dramatically.   Therefore,  new  appraisals  ordered  by  the  FDIC  show  the 
value  of  property  used  as  collateral  and  is  now  worth  far  less. 

These  people  are  trapped  in  a  vicious  circle  that  the  FDIC  creates. 
The  FDIC  insists  it  never  forecloses  on  performing  loans. 
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Gentlemen,  I  have  the  documention  to  prove  that  they  do.   Since  I  have 
explained  that  it  is  routine  for  them  to  stall  for  90  days  or  more  before 
providing  payoff  information,  you  should  also  know  that  under  FDIC  rules 
any  loan  where  payments  are  not  made  for  that  period  can  automatically  be 
considered  in  default  or  non-performing.  The  FDIC  gets  these  people  coming 
and  going. 

Let's  talk  a  little  more  about  FDIC's  so  called  non-performing  loans. 
These  are  the  loans  that  many  investors  buy  from  the  FDIC  for  pennies  on 
the  dollar.   The  FDIC  Justifies  its  very  low  price  because  it  considers 
non -performing  loans  of  little  or  no  value.   Gentlemen,  all  I  purchase 
from  the  FDIC  are  non-performing  loans.   I  have  bought  many  millions  of 
dollars  of  them  and  I  make  substantial  profits  from  these  FDIC  sales. 
Whyis  it,  gentlemen,  that  I  and  other  investors  can  make  200  to  400  percent 
prof it -on  these  loans  when  the  FDIC  can't? 

Let  me  answer  my  own  question.   We  are  willing  to  work  with  these  people. 
We  acknowledge  that  it  is  often  not  the  fault  of  the  borrower  that  they 
were  put  into  a  situation  over  which  they  have  little  or  no  control.   We 
know  that  in  some  cases  it  was  incompetent  bankers  or  excessive  new  govern- 
ment regulations  that  brought  down  the  community's  bank.   We  do  not  treat 
them  as  pond  scum,  as  dirt,  as  the  lowest  of  the  low,  as  the  FDIC  does.   We 
treat  them  as  people  with  a  problem,  that  when  worked  on  together  can  be 
resolved. 
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The  people  that  owe  this  money  are  good  people  and  want  to  pay  their  debts, 
if  FDIC  would  only  work  with  them  instead  of  trying  to  wreck  their  lives 
and  futures  it  too  can  get  a  much  higher  return  on  these  loans.   But,  I 
fear  that  won't  happen  unless  Congress  reminds  FDIC  that  it's  part  of 
our  government  and  not  above  the  law  of  common  decency. 

In  closing,  allow  ma  to  address  your  question  about  FDIC's  disorganization 
and  internal  confusion. 

Of  the  $33  million  loan  packages  that  I  bought  from  FDIC's  Denver  office, 
and  Scripps  Howard  wrote  about,  $18  million  wa6  returned  to  the  agency 
because  of  its  inadequate  documentation  and  incompetent  accounting.   FDIC 
sold  me  loans,  notes  and  mortgages  that  had  been  paid  off  three  to  five 
years  earlier  or  with  participations  that  the  FDIC  didn't  own  or  notes 
where  the  collateral  had  been  destroyed. 

I  believe  to  this  day  that  the  FDIC  still  does  not  understand  the  workings 
that  caused  this  confusion.   As  recently  as  two  months  ago  FDIC  was  still 
selling  some  of  the  same  putbacks  to  other  unknowing  investors. 

People  ask  why  I  wa6  willing  to  accept  your  request  to  testify  on  the  FDIC, 
to  risk  killing  the  goose  that  laid  lots  of  golden  eggs  for  me.   I  guess 
I've  been  a  goose  hunter  all  my  life  and  I'll  find  another  one. 

But  I  am  very  concerned  that  the  FDIC's  act  must  be  cleaned  up  and  cleaned 
up  now.   Too  many  people  are  being  needlessly  hurt,  their  credit  destroyed, 
their  lives  disrupted  by  FDIC's  callous  interpretation  of  its  rules. 
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May  the  Senators  have  mercy  on  these  people.   FDIC  sure  hasn't. 
If  i  can  assist  this  committee  in  any  way  please  let  me  know. 
Gentlemen,  I  would  like  to  thank  you  for  taking  the  time  to  listen, 
I'll  be  glad  to  answer  any  questions  that  you  may  have. 
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I  am  a  LG  temporary  employee  stationed  at  the  Irvine  (California)  Consolidated  Office.  I  have 
had  my  appointment  renewed  by  FDIC  for  8  consecutive  years.  I  am  an  Account  Officer  in  the 
Real  Estate  (Real  Estate  Owned)  Department.  I  have  been  involved  with  real  estate  and 
mortgage  banking  for  approximately  20  years. 

I  came  to  FDIC  after  successfully  liquidating  approximately  300  REO  assets  over  a  two  (2)  year 
period  for  a  small  mortgage  company  located  in  Santa  Ana,  California.  I  completed  those  sales 
with  the  help  of  one  assistant  and  a  secretary. 

Initially  I  was  put  off  by  what  I  considered  the  "excessive"  paperwork  and  bureaucracy  at  FDIC. 
I  had  a  hard  time  understanding  why  management  continually  changed  procedures,  goals  and  job 
functions.  I  adapted  to  the  system  and  spent  several  years  liquidating  assets,  mostly  in  the  State 
of  Utah.  In  early  1989  I  was  handling  approximately  100  properties.  This  was  the  largest 
number  of  assets  I  have  handled  at  any  one  time  during  my  FDIC  career. 

Today,  due  to  ongoing  procedural  changes,  numerous  additional  reports  and  requirements, 
it  is  all  any  of  the  Account  Officers  in  my  section  can  do  to  handle  25  properties. 

A  typical  asset  arrives  at  my  desk  as  the  result  of  an  in-house  foreclosure  or  a  bank  closing. 
Before  marketing  can  begin,  we  must  have  a  title  report  reflecting  marketable  title,  a  current 
appraisal  (less  than  one  year  old),  and  listing  proposals  from  several  area  brokers. 

Until  a  year  ago,  we  could  call  a  title  officer  and  order  the  Title  Report.  Typically,  a 
preliminary  title  report  would  cost  $75.00  to  $100.00.  Many  times  they  were  prepared  at  no 
cost  as  the  title  company  knew  they  would  sell  a  policy  of  title  insurance  when  we  sold  the  asset. 
If  the  asset  was  an  in-house  foreclosure,  I  would  contact  the  company  that  completed  title  work 
during  the  foreclosure.  They  were  best  equipped  to  report  the  condition  of  title.  In  any  event, 
we  usually  had  a  report  within  48  hours. 

Today,  we  must  fill  out  several  lengthy  forms  and  attachments,  and  forward  them  to  the 
Contracting  Unit  (Office  of  Contracting  Services-Acquisitions:  OCS\AQS).  They  choose  the 
vendor  and  place  the  order.  It  can  take  several  weeks  for  contracting  to  place  the  order  and 
obtain  the  report.  I  have  seen  more  than  one  occasion  where  it  took  several  months  to  obtain 
the  requisite  report.  We  have  been  instructed  to  budget  no  less  than  $550  for  these  reports.  The 
reports  are  often  ordered  from  companies  other  than  those  who  completed  the  foreclosure,  for 
FDIC  or  the  failed  institution.  As  a  result,  many  times  the  reports  are  incorrect  and  the  vendor 
will  not  insure  the  results  of  the  foreclosure  sale.  Additional  time  is  spent  resolving  title 
exceptions  that  would  not  have  appeared  had  FDIC  obtained  the  report  from  the  company  with 
the  foreclosure  file. 

In-house  foreclosures  are  supposed  to  arrive  with  a  current  Appraisal.  Acquisitions  from  failed 
banks  do  not  have  FDIC  ordered  appraisals. 


66 


Statement  of  Daniel  Masucci 


Prior  to  contracting  (OCS\AQS),  we  had  a  lengthy  list  of  appraisers  with  proven  performance. 
If  an  appraiser  proved  incompetent,  he  was  removed  from  the  list.  A  typical  appraisal  could  be 
obtained  in  two  -.  four  weeks,  at  a  cost  of  $250-500  for  a  typical  single  family  home. 

Today,  several  forms  must  be  filled  out  and  forwarded  to  OCS\AQS.  They  obtain  proposals 
from  several  appraisers  before  placing  the  order.  The  cost  quotes  for  appraisals  now  vary 
drastically,  with  single  family  appraisals  costing  up  to  $2,000.  If  they  are  not  sufficient  funds 
budgeted  for  the  appraiser  chosen  by  the  contracting  unit,  the  order  is  returned  to  the  Account 
Officer.  This  process  has  more  than  doubled  the  amount  of  time  it  takes  to  obtain  an  appraisal. 

In  any  event,  OCS\AQS  has  signed  up  thousands  of  appraisers  and  the  Account  Officer  has  no 
say  in  who  is  chosen  for  the  assignment.  The  OCS\AQS  employees  who  make  the  decisions  are 
often  clerical  employees  who  have  no  training  in  or  understanding  of  the  appraisal  process. 
Many  of  these  appraisers,  while  certified,  lack  the  expertise  and  training  to  properly  appraise 
our  assets. 

As  a  result,  appraisals  are  often  overstated  or  completed  in  a  incompetent  manner.  The 
appraisal  must  then  be  sent  to  the  Appraisal  Review  Department.  They  contract  out  the  reviews, 
again  through  OCS\AQS.  This  takes  weeks.  Sometimes,  the  Account  Officer  must  order  a 
second  appraisal.  When  the  second  appraisal  arrives,  both  appraisals  are  sent  to  Appraisal 
Review  for  reconciliation  of  the  values.  Again,  the  reconciliation  is  usually  contracted  out. 
Even  if  the  Account  Officer  knows  the  value  of  the  asset  after  input  from  local  brokers,  and 
even  if  the  second  appraisal  appears  to  substantiate  the  reported  value  of  the  asset,  it  must  go 
to  appraisal  review  if  the  first  appraisal's  value  is  a  substantial  variance  from  the  second. 
Again,  it  can  take  many  weeks  to  months  to  reconcile  the  values  to  where  we  can  establish  a 
value  our  managers  will  accept. 

We  have  a  "60-day"  rule  at  my  office.  All  real  estate  must  be  listed  within  sixty  (60)  days  of 
acquisition.  There  are  exceptions,  but  having  a  bad  appraisal  is  often  not  an  acceptable  excuse. 
This  results  in  the  account  officer  being  forced  to  list  the  asset  for  sale  at  a  price  far  above  the 
asset's  true  value. 

I  currently  have  an  asset  listed  at  $829,000.  This  is  105%  of  its  appraised  value;  105%  being 
the  required  list  price  of  most  assets. 

Every  indicator  I  have  from  area  Brokers  and  others  with  knowledge  of  real  estate  value  indicate 
the  asset  is  worth  no  more  than  $450,000;  and  it  probably  will  sell  for  less.  I  have  a  second 
appraisal  on  order.  However,  by  the  time  it  arrives  and  is  reconciled  to  establish  the  true  value 
of  the  asset,  the  property  will  be  placed  in  an  auction  and  sold  for  a  fraction  of  it's  value.  It 
is  very  difficult  to  talk  a  broker  (OCS\AQS  gives  us  one  or  two  choices  to  contact)  into 
accepting  these  inflated  listings,  and  it  tends  to  make  the  FDIC  look  foolish.  I  have  been  forced 
to  list  several  assets  at  exorbitant  prices  since  the  onset  of  contracting  and  the  implementation 
of  the  "60  day"  rule. 
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Another  example  of  how  contracting  and  management  have  complicated  the  marketing  process: 
We  have  a  property  located  in  Wilmington  (Los  Angeles),  California.  OCS\AQS  contracted  the 
appraisal  to  a  firm  located  in  Florida  who  had  an  office  in  Berkeley  (San  Francisco),  California. 
They  valued  the  asset  at  $1. 1  million.  Every  local  broker  contacted  to  provide  listing  proposals 
indicated  a  value  in  the  $400,000  range.    This  has  yet  to  be  resolved. 

Overall  the  quality  of  FDIC  ordered  appraisals  has  taken  a  nose-dive  while  the  costs  associated 
with  their  acquisition  have  skyrocketed. 

FDIC  REO  Account  Officers  all  have  backgrounds  in  the  marketing  of  Real  Estate.  FDIC  pays 
us  a  lot  of  money  for  our  knowledge  and  expertise.  In  the  past,  we  could  pick  listing  agents  for 
our  properties  based  upon  past  proven  performance  or  the  content  of  their  market  evaluation  of 
the  property.  David  Broderick,  a  former  Real  Estate  Department  Head,  encouraged  the  repeated 
use  of  an  agent,  if  the  agent  gave  superior  performance.  Our  network  of  aggressive  agents  sold 
the  properties  faster,  and  for  more  money  than  typical  agents. 

Today,  the  Contracting  unit  chooses  the  listing  agent  and  the  process  is  lengthy,  cumbersome 
and  frustrating.  They  allow  the  Account  Officer  to  suggest  some  brokers  to  whom  requests  for 
Listing  Proposals  will  be  sent.  However,  they  will  add  other  brokers  from  their  national 
database. 

When  the  packages  arrive,  they  are  forwarded  to  the  Account  Officer  for  evaluation.  The 
packages  are  given  points  and  scored  based  upon  the  content  of  the  package,  which  may  or  may 
not  reflect  the  ability  of  the  real  estate  agent.  Large  real  estate  companies  with  their 
sophisticated  software  packages  can  produce  very  "slick"  proposals,  giving  them  a  distinct 
advantage  over  smaller  firms.  The  evaluation,  along  with  a  recommendation,  are  then  returned 
to  Contracting.  The  OCSVAQS  employee  will  either  concur  with  the  recommendation  or  make 
a  different  choice. 

The  OCS\AQS  employee  empowered  to  make  the  choice  is  a  lower  graded  technician  with  no 
background  in  real  estate.  She  recently  informed  me  that  she  intended  to  make  all  broker 
selections  for  future  listings,  regardless  of  our  recommendations. 

In  order  to  meet  the  "60  day"  rule  imposed  upon  us  by  Irvine  management,  the  title  report, 
appraisal  and  listing  proposals  must  be  ordered  immediately  upon  acquisition  of  the  property. 
Management  has,  in  the  past,  dealt  harshly  with  employees  who  missed  their  deadline. 

In  the  San  Francisco  Region,  the  managers  who  make  the  decisions  regarding  real  estate  sales 
have  little,  if  any,  background  in  real  estate.  As  a  result  their  policies  and  decisions  often 
contradict  good  marketing  practices. 
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One  of  their  poorest  marketing  practices  is  the  repeated  use  of  auctions.  While  Account 
Officers  cannot  typically  negotiate  offers  below  90%  of  appraised  value  during  the  first  six  (6) 
months  of  marketing  (80%  thereafter).  The  auction  can  contain  reserves  as  low  as  20%  of 
appraised  value,  or  less. 

At  an  auction  conducted  in  August,  1993,  only  24  of  49  assets  sold  (as  of  09-01-93).  The  total 
appraised  value  of  the  sold  assets  was  $4,349,500.  The  sales  prices  totaled  $3,007,000  or  a 
little  over  69%  of  their  appraised  values.    These  results  are  typical  for  FDIC  Auctions. 

The  best  deal  of  the  day  was  $50,000  for  a  parcel  of  land  appraised  for  $153,000.  The  32.68% 
appraised  value  sale  was  then  financed  by  FDIC. 

One  buyer  purchased  seven  properties  from  FDIC  at  60%  of  their  value. 

FDIC  financed  30.60%  of  the  total  dollars  of  the  sales;  that  is  $920,000  of  the  $3,007,000 
purchase  prices. 

FDIC  pays  for  all  advertising  for  these  auctions,  plus  gives  the  auction  company  a  full  6% 
commission.  Unlike  a  typical  real  estate  agent,  the  auction  company  does  little  to  no  follow  up 
to  see  that  the  sale  closes.  All  of  that  work,  typically  done  by  the  real  estate  agent,  falls  on  the 
back  of  the  account  officer.  Many  times  the  advertising  is  insufficient  to  properly  promote  the 
auction. 

It  is  not  unusual  for  properties  to  be  placed  into  an  auction  after  little  or  no  prior  exposure  to 
the  market.  Prior  to  the  August  auction,  an  account  officer  had  gone  through  all  the  procedures 
to  list  several  properties  only  to  be  forced  to  cancel  those  listings  after  two  or  three  weeks,  as 
his  manager  decided  to  auction  those  assets. 

Several  months  of  market  exposure  were  lost  on  the  twenty-five  (25)  properties  that  did  not  sell 
in  August. 

The  auction  company  was  given  a  60-day  post-auction  exclusive  listing  period  in  which  to  sell 
the  assets  at  the  reserve  prices. 

Many  potential  buyers  are  now  aware  that  the  FDIC  conducts  quarterly  auctions  in  the  Western 
Region.    As  a  result,  we  receive  many  "low  ball"  offers  on  our  listed  properties. 

The  REO  Department  in-house  staff  averages  95%  to  105%  of  appraised  values  on  sales,  and 
the  marketing  periods  are  usually  six  (6)  months  or  less.    Auctions  are  not  cost  effective. 

The  Irvine  office  is  attempting  to  obtain  authorization  to  conduct  an  auction  the  first  quarter  of 
1994.  Sixty-two  (62)  properties  are  to  be  offered.  Their  appraised  values  total  $17,138,600 
while  the  proposed  reserve  prices  total  only  $4,999,950;  or  29. 17%  of  their  respective  appraised 
values. 
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Historically,  utilizing  in-house  staff,  FDIC  could  expect  to  sell  these  properties  for  at  least  92% 
of  their  appraised  values,  or  $15,762,512. 

On  October  26,  1993,  the  Washington,  D.  C.  FDIC  Office  approved  a  Case  (000-00027-93- 
ASSC/CR)  authorizing  auction  sales  through  December  31,  1994.  This  case  will  allow 
absolute  sales  of  properties  valued  at  $50,000  or  less.  For  properties  valued  $50,001  to 
$100,000  the  reserve  price  will  be  50%  of  the  appraisal  at  the  auction.  However,  during 
the  60  day  post-auction  period,  the  reserve  will  be  zero  :  meaning  FDIC,  subject  to  the 
approval  of  the  Regional  Director,  or  his  designee,  can  accept  any  offer  at  any  amount.  For 
assets  valued  from  $100,001  to  $5,000,000  the  reserve  will  be  70%  of  the  appraised  values  at 
the  auction,  60%  for  the  60  day  period  thereafter. 

This  blanket  approval  to  contract  out  jobs  is  neither  cost  effective  nor  warranted.  The 
auctions  will  cost  employees  their  jobs  and  further  contribute  to  depressing  area  real  estate 
values. 

Since  FDIC  already  has  in-house  staff  that  can  sell  these  properties  within  a  reasonable  period 
of  time,  and  sell  the  properties  for  retail  prices,  the  above  case  might  appear  to  be  a  violation 
by  FDIC  of  its  statutorily  imposed  duty  to  the  creditors  of  its  banks.  See  12  U.S.C.A. 
sl821  (d)(2)(E).  Few  assets  have  been  sold  at  the  FDIC  auctions  that  did  not,  during  prior 
marketing,  receive  a  higher  offer  than  that  offer  for  which  it  was  sold.  I  do  not  know  a  single 
account  officer  that  does  not  have  many  examples  of  FDIC  auctioning  assets  for  less  than  offers 
received. 

A  classic  example  is  an  apartment  project  located  in  San  Bernardino,  California.  It  appraised 
at  approximately  $6,000,000.  It  was  placed  in  last  year's  National  Auction.  Although  the 
account  officer  obtained  an  $8,000,0000  +/-  all  cash  offer  prior  to  the  auction,  Washington 
would  not  allow  the  acceptance  of  the  offer.  The  asset  sold  for  approximately  $4,000,000 
at  auction,  and  FDIC  Financed  the  sale. 

Recently  an  account  officer  was  forced  to  cancel  the  sale  of  an  asset  to  the  Disabled  American 
Veterans.  The  escrow  period  had  run  out  and  the  DAV  was  a  few  days  short  of  obtaining  a 
loan  commitment.  Washington  wanted  to  include  the  asset  in  their  upcoming  National  Auction 
and  was  unwilling  to  work  with  the  DAV.  The  $750,000  sale  was  cancelled.  Subsequently, 
the  asset  was  rejected  for  the  National  Auction  and  the  Account  Officer  went  back  to  the  DAV. 
They  had  their  loan  commitment  but  refused  to  pay  $750,000.  We  are  currently  in  escrow  with 
the  DAV  at  $685,000. 

On  September  29,  1993,  FDIC  foreclosed  on  a  41,000  square  foot  industrial  building  located 
in  the  Irvine  Spectrum,  near  my  office.  The  Spectrum  is  the  "hottest"  industrial/office  park  in 
Orange  County.  The  four  (4)  year  old  building  appraises  for  $2,095,000.  It  has  been  swept  into 
the  National  Auction  without  ever  being  exposed  to  the  retail  market.  The  reserve  has  been  set 
at  $1,575,000  or  54.22%  of  the  value  of  the  building.  While  the  building  may  bring  more  than 
the  reserve,  buyers  will  be  looking  for  bargains.  It  is  unlikely  the  building  will  sell  at  anything 
near  the  price  that  could  be  obtained  in-house. 
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I  want  to  make  it  clear  to  the  committee  that  my  purpose  in  making  an  appearance  and  statement 
is  not  to  bash  or  take  a  cheap  shot  at  FDIC.  I  truly  believe  in  FDIC's  mission  or  I  would  not 
have  stayed  for  eight  (8)  years.  During  the  last  two  or  three  years  the  agency  has  become  ill, 
and  I  believe  these  hearings,  and  additional  hearings,  will  go  a  long  way  toward  curing  the 

illness. 

There  are  too  many  layers  of  management  and  the  managers  are  not  held  accountable  for  their 
decisions  and/or  actions.  Early  last  year  Western  Regional  Director  Keith  Seibold  told  the  entire 
region  that  proper  files  and  proper  documentation  were  more  important  than  collections,  and  that 
he  was  prepared  to  accept  reduced  collections  in  the  name  of  documentation.  As  a  result,  every 
manager  at  every  level  in  the  Western  Region  developed  all  sorts  of  "required  reports"  and  laid 
the  responsibility  for  their  completion  on  the  staff.  The  Western  Region  recently  introduced 
"Contracting  Oversight"  procedures  that  significantly  increases  the  paper  work  for  many 
employees. 

My  final  concern  is  retaliation.  I  have  seen  it  happen  to  others  and  have  felt  it  personally.  It 
takes  a  lot  of  courage  to  stand  up  to  FDIC  management  and  try  to  do  the  right  thing.  However, 
daring  to  challenge  the  system  typically  results  in  poor  performance  reviews,  harassment  on  the 
job,  and  having  every  minute  aspect  of  one's  job  performance  scrutinized  and  criticized  by 
management.  Since  I  am  a  "temporary"  employee  I  am  epecially  susceptible  to  the  abuses  of 
retaliation.   It  is  my  hope  that  I  will  not  suffer  as  a  result  of  today's  appearance  and  testimony. 


The  above  statement  is  to  true  and  accurate  to  the  best  of  my  knowledge. 


oUtim     6 


Daniel  G.  Masucci  Date  ' 
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DANIEL  MASUCCI 
SALES  RECORD 


Year 

#  of  Sales  Closed 

Total  Sales 

%  of  Appraised  Value 

1986 

18 

$  2,989,764 

Not  Available 

1987 

25 

$  1,286,700 

96.47% 

1988 

38 

$  2,557,463 

96.41% 

1989 

50 

$  4,608,600 

99.63% 

1990 

70 

$  2,935,087 

104.55% 

1991 

56 

$  3,259,632 

99.93% 

1992 

31 

$  4,497,500 

105.57% 

288 

$22,134,476 
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BEFORE  THE  SENATE  GOVERNMENTAL  AFFAIRS  COMMITTEE 


NOVEMBER  9,  1993 


ON 


MISMANAGEMENT  AT  THE  FDIC 
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My  name  is  Ramon  Hernandez.   I  have  been  employed  by  the  Federal 

L6 


Deposit  Insurance  Corporation  (FDIC)  ae  a  Liquidation  Grade  or 
temporary  employee  for  the  pa»t  eight  years.   Since  October  1985, 

of 
to 


I  have  worked  in  various  departments  within  the  Division 
Depositors  and  Asset  Servicing  (DDAS).  I  am  currently  assigned 
the  Litigation  Review  Unit  as  a  Litigation  Review  Specialist  at  the 
Midwest  Service  Center.  Over  the  past  eight  years  I  have  bsen 
assigned  to  Credit  as  a  Liquidation  Assistant  and  to  Asiet 
Marketing  as  an  Asset  Marketing  Specialist. 


In  October  1985,  I  was  hired  as  a  Liquidation  Assistant  due  to 
experience  and  background  in  Credit  and  Collections.  Employees 
the  FDIC  have  learned  that  at  the  FDIC  our  experience  Mid 


my 
at 


to 
We 


background  is  irrelevant,  since  we  do  n^t  have  the  authority 
take  any  action  despite  our  experience  and  knowledge, 
(employees  of  the  FDIC)  were  introduced  to  a  process  which  is  time 
consuming  and  as  a  collector  very  frustrating.  My  training  as  a 
collector  is  to  convince  the  debtor  that  it  is  to  his/her  benefit 
to  either  pay-off  or  settle  their  obligation.  My  ability  to  rekch 
a  repayment  or  settlement  agreement  as  quickly  as  possible  was  the 
measuring  rule  used  to  determine  my  success  or  failure  ae 
collector,  prior  to  coming  to  the  FDIC.  However,  at  the  FDIC  tjiis 
is  impossible  because  of  the  time  consuming  approval  process. 


As  a  collector  for  the  FDIC,  employees  lack  of  authority  to  reach 

a  quick  settlement  with  a  debtor  is  the  primary  reason  for  delfrya 

I 
(1) 
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in  collecting  on  loans  or  assets  in  a  portfolio.  Tha  lacJcj  of 
authority  is  a  direct  result  of  the  LG  employee  system.  The  FpiC 
work  force  consists  of  both  Government  Grade  (GG)  and  Liquidation 

Grade  (LG)  employees.   The  LG  employees  represents  over  80%  of  {the 

i 
work  force.   Because  the  LG  employee  is  looked  upon  as  a  temporary 

worker,  the  FDIC  has  been  reluctant  to  delegate  any  authority |  to 

the  LG  account  officer.   As  a  consequence,  the  GG  account  officer 

also  lacks  the  authority  to  make  any  decisions  or  take  any  action 

without  obtaining  prior  approval.   This  philosophy  results  in  less 

than  20%  of  the  FDIC  work  force  having  any  authority  to  take  iny 

action. 

For  example,  at  the  Midwest  Service  Center,  approximately  45 
individuals  out  of  600  employees,  or  8%  of  the  work  force,  have  any 
delegated  authority.  As  a  result,  significant  delays  ire 
encountered  in  obtaining  approval  to  take  any  action,  since  ill 
decisions  are  funneled  to  only  a  limited  number  of  individuals!  in 
tha  office.  Naturally,  these  few  individuals'  availability  and 
work  load  also  has  an  impact  on  how  quickly  things  are  done. 

The  process  used  by  an  account  officer  is  uniform  throughout  the 
FDIC.  Before  any  action  can  be  taken  in  collecting,  settling, 
writing  down,  or  selling  a  loan  or  group  of  loans,  authority  mutt 
be  obtained  through  the  written  Case  Format.  This  process  which 
was  originally  designed  when  the  FDIC  was  very  small  in  size,  was 
effective  because  the  levels  of  authority  were  few.   As  the  FDIC 

(2) 
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grew,  the  levels  of  authority  increased  and  the  time  needed  to 
obtain  authority  alao  increased.  The  length  of  the  Case  var 
with  the  complexity  of  the  assets  and  issues  being  addressed  t 
wall  as  the  total  number  of  attached  documents  needed  to  support 
the  Case. 

The  Case  itself  consists  of  the  following  components: 

A.  Written  Cases 

ADDRESS  TO:  The  Case  is  addressed  to  the 
individual  or  committee  who  has  the  delegated 
authority  for  approval, 

PROPOSAL:  Requesting  authorization  to  take 
specific  action) s), 

SIGNATURE  LINES:  Signature  lines  of  all  level 
which  are  approving  the  Case  for  presentation 
to  the  Delegated  Authority  level  for  final 
approval , 

DESCRIPTION  OF  ASSET:  A  description  of  the 
loan(s)  which  are  the  subject  of  the  case, 

GENERALIZATION:  A  brief  history,  analysis,  and 

(3) 
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discussion   supporting   the   request   for 
authorization,  and 

JUSTIFICATION:  Key  points  which  justify  the 
action  to  be  taken. 


B.  Page  listing  all  attachments  being  utilized  to  support 
the  Case. 

C.  Summary  of  previous  Cases,  listing  any  related  Cases 
and  their  current  status  along  with  a  summary  of  any 
litigation  action. 

D.  Summary  of  Negotiations,  listing  all  negotiations 
leading  to  the  proposal  in  the  subject  Case. 


The  process  that  the  Case  goes  through  is  very  time  consuming.  The 
account  officer  (collector)  needs  to  negotiate  the  terms  of 
repayment  or  of  the  settlement.  In  Asset  Marketing  it  is  the 
account  officer's  responsibility  to  put  together  a  package  of  loans 
and  market  the  package.  Then  the  Case  needs  to  be  written.  The 
time  needed  to  write  the  Cape  will  depend  on  the  complexity  of  the 
actions  to  be  taken,  time  restraints  imposed  by  the  schedule  of  the 
account  officer,  and  the  level  of  authority  that  the  Case  will  need 
for  approval.    In  most  cases  there  will  be  three  levels  of 

(4) 
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authority  needed  for  Approval:  the  Section  Chief,  Department  Head, 
and  Credit  Review  Committee.  In  some  cases,  the  Case  can  be 
approved  at  the  Department  Head  level.  Other  times  the  case  may 
need  to  be  presented  to  the  Senior  Credit  Review  Committee,  fth 
level  or  to  Washington,  5th  level,  for  approval. 


In  all  cases,  the  Case  being  presented  will  be  reviewed  by  each 
level.  At  each  level  corrections  and  modifications  can  be 
recommended  before  it  is  passed  on  to  the  next  level.  Even  though 
the  FDIC  Credit  Manual  (Section  VII,  B.4)  states  that  writing 
style  and  grammatical  errors  should  not  be  considered  in 
approval  of  the  Case,  most  corrections  and  modifications 
related  to  writing  style  and  grammar.  This  can  create  a  loop 
which  the  Case  is  returned  to  the  account  officer  several  times 
corrections  and  modifications  before  it  is  presented  to  the  final 
level  for  approval.  At  the  final  level,  the  Case  can  be  approved, 
approved  subject  to,  rejected,  or  withdrawn.  Naturally  the  ti 
needed  to  obtain  approval  can  be  greatly  increased  depending  on  new 
long  the  Case  is  kept  in  the  correction  loop  as  well  as  the  time 
restraints  imposed  by  the  work  schedule  of  each  of  the  reviewing 
levels. 


The  following  is  a  brief  history  of  a  sales  project  assigned  to  me 


when  I  worked  for  the  Asset  Marketing  Department.     It  is 
example  of  the  long  drawn  out  prooedure. 

(5) 
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On  December  18,  1992,  the  Office  of  the  Comptroller  of  the 

I 
Currency  (OCC)  closed  the  Rushville  National  Bank,  RushvilLe, 

Indiana  and  appointed  the  FDIC  ae  Receiver.  I  was  ae signed  as 

Installment  Loan  Manager  in  charge  of  installment  loans  ind 

charged  off  loans.     As  part  of  the  closing  process  we 

inventoried  all  charged  off  loans  maintained  on  the  general 

ledger  of  the  closed  Bank.   A  total  of  490  loans  with  a  bpok 

value  of  $1,481,918  were  reviewed.  Based  on  established  FDIC 

closing  procedures  and  criteria,  only  20  of  the  490  loans  with 

a  total  book  value  of  $176,316  were  classified  as  collectable 

and  scheduled  to  be  booked  on  to  the  FDIC  loan  system.   The 

remaining  470  loans,  pursuant  FDIC  closing  procedures,  were 

classified  as  uncollectible  and  were  scheduled  to  be  boxed  and 

retained  with  other  closed  files  in  storage. 

During  the  review  process  we  discovered  that  the  490  loans  had 
been  scheduled  to  be  sold  by  the  Bank.  The  Bank  in  an  effort 
to  raise  capital  had  hired  an  auditing  firm  to  package,  market 
and  sale  loan  portfolios  of  the  Bank.  In  November  1992 
marketing  was  initiated  on  the  charge  off  loans.  Out  of 
twelve  (12)  bid  packages  mailed  out,  eight  investors  reviewed 
the  loans  and  four  submitted  bids  to  purchase  the  loans.  The 
best  bid  received  was  one  for  10%  of  the  book  value  or 
$148,191.  This  was  approved  by  the  Bank's  Board  of  Directors 
on  December  11,  1992.  The  investor  was  notified  by  mail  on 
December  14,  1992.   Before  the  sale  could  be  finalized,  the 
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Bank  closed  end  FDIC  waa  placed  ae  Receiver. 

whan  I  discovered  that  this  sala  vaa  pending,  I  consulted 
with  tha  field  aita  closing  management  staff  to  determine 
if  wa  should  proceed  with  tha  sale.  Management  at  tha 
fiald  sita  agreed  that  tha  sala  should  be  continued  and 
efforts  to  obtain  approval  from  tha  proper  dalagatad 
authority  laval  was  requested.  Because  of  previous 
problems  with  tha  sala  of  charge  off  loans  at  other 
offices,  management  at  the  O'Hare  Consolidated  office 
(now  the  Midwest  Service  Center)  rejected  the  closing 
teams  request  to  proceed  with  the  sale. 

Upon  return  to  my  office,  I  was  instructed  to  initiate  a  sale 
of  the  charge  off  loans  from  Xushville.  Because  wa  were  only 
going  to  book  20  of  490  loans,  continuation  of  tha  sale 
approved  by  the  Bank  was  the  way  to  liquidate  all  the  charge 
off  loans  from  Rushville.  Due  to  the  delays  in  obtaining 
approval,  tha  investor  modified  his  offer  to  only  purchase 
part  of  the  portfolio  and  the  ssalewas  canceled  on  March  25, 
1993. 

The  loans  are  currently  boxed  and  stored  in  the  As  Bet 
Marketing  file  room.  Several  efforts  to  package  and  sell  the 
loans  have  been  discussed  without  any  action  currently  taking 
plaoe. 

(7) 
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As  the  stated  example  indicates,  the  delays  encountered  werA  a 
direct  result  of  a  system  that  does  not  allow  the  account  officar, 
who  is  in  direct  contact  with  the  debtor,  the  ability  to  utilise 
his/her  experienoe  and  knowledge.  This  system  does  not  utilLze 
the  experience  and  knowledge  of  its  own  work  force.  This  system 
relies  on  a  very  few  individuals  to  make  all  decisions  and  ae  a 
result  is  built  to  create  delays  whioh  have  resulted  in  the  stories 
which  have  been  presented  to  you  today. 

I  would  be  happy  to  answer  any  questions  which  you  have  on  this 
matter . 


(8) 
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Mr.  Chairman  and  Members  of  the  Subcommittee: 

I  am  pleased  to  be  here  today  at  the  Subcommittee's  request  to 
discuss  two  of  our  reports  on  automated  systems  used  by  the 
Federal  Deposit  Insurance  Corporation  (FDIC)  to  carry  out  the 
liquidation  of  failed  bank  assets.   In  August  1991,  we  reported1 
that  basic  internal  controls  were  not  in  place  to  ensure  that 
manual  and  computerized  asset  files  reflected  the  actual  status 
of  assets  at  FDIC's  Denver  Consolidated  Office.   In  that  report, 
we  concluded  that  fundamental  controls  over  manual  and  automated 
records  had  broken  down  almost  completely.   As  a  result,  assets 
were  grossly  overvalued  and  cash  receipts  were  unaccounted  for. 
In  February  1993,  we  reported2  that  because  of  weaknesses  in 
FDIC's  manual  and  automated  asset  management  processes  at  three 
FDIC  consolidated  offices,  FDIC  did  not  maximize  cash  recovery  on 
failed  bank  assets.   For  example,  FDIC  did  not  collect  from 
delinquent  borrowers  $1.4  million  in  income  generated  by 
collateral  on  the  borrowers'  loans. 

The  following  outlines  our  findings  in  these  two  reports. 


'FDIC:  Loan  Sales  jeopardized  bv  Systems  and  Other  Internal 
Control  Problems  (GAO/IMTEC-91-61,  Aug.  21,  1991). 

2Asset  Management  System:  Liquidation  of  Failed  Bank  Assets  Not 
Adequately  Supported  bv  FDIC  System  (GAO/IMTEC-93-8,  Feb.  3, 
1993) . 
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AUGUST  19  91  REPORT 

In  1991,  we  reviewed  a  private  investor's  allegations  that  loans 
he  had  purchased  from  FDIC  were  inaccurately  represented.   At  our 
request,  he  provided  us  with  25  loans  that  he  believed  best 
represented  his  concerns.   We  found  serious  errors  in  FDIC's 
manual  loan  files  and  automated  system  for  23  of  these  loans.   We 
also  found  that  basic  internal  controls--such  as  those  to  account 
for  cash  receipts--were  not  in  place  to  ensure  that  FDIC's  manual 
and  automated  records  were  properly  updated  to  reflect  the  actual 
status  of  loans.   Consequently,  the  information  provided  to 
potential  investors--i .e. ,  those  who  may  be  interested  in  buying 
the  loans  from  FDIC--on  23  loans  was  inaccurately  represented. 

Specifically,  as  a  result  of  the  manual  and  automated  records  not 
being  properly  updated,  the  following  facts  were  not  made  known 
to  potential  investors 

--  5  of  the  23  loans  had  been  fully  paid  at  least  2  years  before 

the  sale, 
--  documentation  for  6  loans  showed  collateral  that  did  not 

exist, 
--  documentation  for  4  loans  showed  that  FDIC  owned  the  entire 

loan  when  portions  were  actually  owned  by  other  financial 

institutions,  and 
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--  8  loans  involved  borrowers  either  in  bankruptcy  or  having 
outstanding  court  judgements  against  them  for  nonpayment  of 
the  loans. 

These  serious  errors  raised  concerns  as  to  whether  the  Denver 
office  could  effectively  implement  an  important  FDIC  mission  to 
sell  assets.   We  also  reported  that  since  FDIC's  Inspector 
General  found  similar  problems  at  eight  consolidated  offices  in 
1990  and  1991,  FDIC's  asset  liquidation  program  could  be  in 
jeopardy  because  reliable  asset  information  was  not  available  for 
the  efficient  and  effective  disposal  of  assets. 

We  emphasized  the  need  for  immediate  action  and  made  a  number  of 
recommendations  designed  to  correct  the  problems  in  Denver  and 
determine  the  extent  of  the  problems  throughout  FDIC. 
Specifically  we  recommended  that  action  be  taken  at  the  Denver 
office  to 

--  properly  account  for  cash  receipts  in  the  manual  and  automated 

loan  records, 
--  correct  manual  and  automated  loan  records, 
--  strengthen  procedures  to  maintain  accurate  and  current  loan 

records,  and 
--  periodically  review  loan  records  to  verify  the  status  of  the 

loans . 
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We  also  recommended  that  FDIC  take  steps  to  ensure  that  the 
internal  control  weaknesses  discussed  in  our  report  did  not  exist 
at  other  FDIC  offices. 

FDIC  generally  agreed  with  our  findings  and  recommendations,  but 
said  that  the  problems  at  its  Denver  office  were  isolated  and 
were  being  corrected,  and  steps  had  been  taken  to  resolve  similar 
problems  reported  by  its  Office  of  the  Inspector  General.   We 
responded  that  FDIC  needed  to  find  out  whether  its  actions  would 
adeguately  resolve  the  problems  and  whether  similar  problems 
existed  in  its  other  consolidated  offices. 

FEBRUARY  19  9  3  REPORT 

Our  February  1993  report  showed  that  FDIC's  manual  and  automated 
systems  used  to  manage  its  liguidation  program  continued  to  have 
major  problems.   Because  FDIC  established  operating  requirements 
for  managing  and  liquidating  failed  bank  assets  to  maximize  cash 
recovery,  we  focused  our  review  on  assessing  whether  (1)  these 
operating  requirements  were  being  followed  for  a  sample  of  90 
loan  and  45  real  estate  assets  being  managed  at  three  FDIC 
consolidated  offices,  and  (2)  records  maintained  in  FDIC's 
Liquidation  Asset  Management  Information  System  (LAMIS)  and 
manual  asset  files  provided  the  information  needed  to  carry  out 
and  oversee  liquidation  activities. 
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Our  February  1993  report  cited  several  serious  weaknesses  in 
FDIC's  manual  and  computer  processes.   As  a  result  of  these 
weaknesses,  FDIC's  operating  procedures  were  not  being  adequately 
followed  in  four  critical  areas.   Of  the  90  loans  reviewed,  FDIC 
did  not 

--  demand  payments  from  delinquent  borrowers  on  57  of  59 

delinquent  loans, 
--  pursue  foreclosure  or  seizure  action  in  a  timely  manner  on  35 

of  51  delinquent  loans  for  which  this  action  was  applicable, 
--  analyze  the  financial  condition  of  borrowers  on  36  loans,  and 
—  protect  its  interest  in  the  collateral  securing  40  loans,  thus 

losing  revenue  being  generated  by  the  collateral  and,  in  one 

case,  the  collateral  itself. 

For  example,  FDIC  did  not  (1)  collect  $1.4  million  in  income 
being  produced  from  collateral  securing  13  delinquent  loans,  and 
(2)  ensure  that  property  taxes  were  paid  on  loan  collateral 
valued  at  $79,000,  resulting  in  the  local  taxing  authority 
selling  the  collateral  for  $2,400.   Account  officers  who  managed 
these  assets  explained  that  their  high  workload  and  inadequate 
computer  support  contributed  to  these  problems.   In  addition,  we 
found  that  FDIC's  LAMIS  system  was  not  designed  to  help  manage 
assets  in  three  of  these  four  areas. 
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For  the  45  real  estate  assets  we  reviewed,  we  identified  similar 
manual  and  computer  weaknesses  in  three  critical  areas:   property 
management,  real  estate  budgets,  and  marketing. 

In  the  property  management  area,  FDIC  did  not 

--  inspect  21  properties,  as  required, 
--  pay  taxes  promptly  on  27  properties,  or 
--  annually  review  contractor  records  on  9  properties,  as 
required. 

In  one  of  the  properties  FDIC  failed  to  inspect,  FDIC  lost 
revenue  because  unauthorized  tenants  had  occupied  the  building 
for  2  years.   For  19  properties,  FDIC  was  assessed  $95,500  in 
penalties  and  interest  because  local  property  taxes  either  had 
not  been  paid  on  time  or  had  not  been  paid  at  all. 

In  the  real  estate  budgeting  and  marketing  areas,  FDIC  exceeded 
real  estate  management  budgets  for  16  properties  and  did  not 
prepare  required  appraisals  and  marketing  plans.   Account 
officers  and  managers  told  us  that  the  computer  system  was  too 
difficult  to  use  to  carry  out  FDIC's  operating  requirements  for 
real  estate. 

We  also  found  that  (1)  the  computer  system  was  not  designed  to 
provide  all  the  information  needed  to  carry  out  and  oversee 
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operational  requirements  for  real  estate  (e.g.,  tracking  expenses 
for  individual  assets)  and  (2)  much  of  the  information  in  the 
system  was  inaccurate  or  incomplete.   About  37  percent  of  the 
computerized  records  for  the  135  assets  we  reviewed  had  an  error 
in  at  least  one  of  three  basic  data  elements  needed  to  manage  and 
sell  assets:   asset  type,  asset  status,  or  other  asset  owners. 
FDIC's  Inspector  General  found  similar  problems  in  a  March  1992 
report.   Our  computerized  analysis  of  FDIC's  131,000  automated 
asset  records  showed  that  29  percent  of  the  30,000  real  estate 
loans  on  the  system  did  not  have  information  about  the  loans' 
collateral. 

We  concluded  that  these  problems  existed  because  FDIC  had  not 
adequately  designed  systems  to  support  its  operating  and 
oversight  requirements  for  asset  liquidation.   We  recommended 
that  FDIC  establish  a  systems  design  process  to  effectively 
address  asset  liquidation  requirements. 

FDIC  has  taken  steps  to  improve  its  manual  and  computerized  asset 
liquidation  processes.   For  example,  FDIC  has 

—  implemented  a  data  validation  program  that  requires  a  monthly 
review  and  certification  of  selected  asset  information, 

—  established  a  separate  Division  of  Information  Resources 
Management  to  help  coordinate  and  improve  the  way  requirements 
are  determined  and  addressed  within  FDIC,  and 
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--  developed  plans  to  comprehensively  evaluate  its  asset 
information  requirements. 

These  are  steps  in  the  right  direction.   However,  it  remains  to 
be  seen  whether  these  actions  will  be  properly  implemented  to 
solve  the  problems  identified  in  our  two  reports. 


Mr.  Chairman,  this  concludes  my  statement.   I  will  be  happy  to 
answer  any  questions  you  or  other  Members  of  the  Subcommittee  may 
have. 
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Mr.  Chairman  and  members  of  the  Subcommittee,  my  name  is 
John  F.  Bovenzi,  and  I  am  Director  of  the  Federal  Deposit 
Insurance  Corporation's  Division  of  Depositor  and  Asset  Services 
(DAS) .   We  appreciate  the  opportunity  to  discuss  our  asset 
disposition  activities,  to  hear  your  concerns,  to  answer  your 

questions and  to  express  our  commitment  to  customer  service  and 

quality  management. 

The  past  decade  has  been  a  period  of  tremendous  challenge 
for  the  banking  industry  and  for  the  FDIC.   More  than  1,400  banks 
have  failed  during  the  past  10  years,  with  combined  assets  of 
more  than  $200  billion  and  deposits  of  over  $180  billion.   In 
addition,  the  FDIC  has  resolved  63  banks  with  total  assets  of 
nearly  $60  billion  through  open  bank  assistance  agreements  during 
the  past  10  years.   Most  of  the  failed  bank  activity  has  occurred 
within  the  past  five  years,  with  more  than  850  banks  failing 
since  1988. 

Despite  levels  of  bank  failures  unprecedented  since  the 
Great  Depression,  no  insured  depositor  has  suffered  a  loss  as  a 
result  of  these  failures.   Furthermore,  since  their  funds  are 
returned  quickly,  many  depositors  notice  little  if  any  disruption 
in  banking  services,  even  though  their  local  bank  has  been 
closed.   These  activities  have  been  accomplished  without  taxpayer 
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assistance,  due  in  part  to  the  division's  success  in  realizing 
market  value  on  inherited  assets  and  returning  them  to  the 
private  sector  where  they  belong. 

In  meeting  our  responsibilities,  we  had  to  expand  our 
operations  drastically  to  deal  with  the  tremendous  number  of 
depositors  to  be  paid,  claims  to  be  processed  and  assets  to  be 
resolved.   During  a  period  of  such  rapid  expansion  and  growth,  it 
is  inevitable  that  mistakes  will  be  made,  and  we  undoubtedly  have 
made  some.   Overall,  however,  we  are  proud  of  our  record. 

Bank  Failure  Activity  1983-1993 

Nationally,  bank  failures  peaked  at  206  in  1989,  with  the 
majority  of  those  failures  being  in  the  Southwest  and  in  the  farm 
states.   In  New  England,  bank  failures  peaked  in  1991  with  46 
closings.   Through  September  of  this  year,  only  36  banks  have 
failed  nationally,  the  majority  of  which  have  been  in  California. 
At  all  of  these  failures,  insured  depositors  have  been  protected, 
liquidity  in  the  affected  communities  has  been  restored  and 
public  confidence  in  our  banking  system  has  remained  intact. 
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Bank  Failures  1983-1993 
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Bank  Failure  Activity*   1983-1993  (S  in  Billions) 


YEAR 

BANK  FAILURES 

TOTAL  ASSETS 

TOTAL  DEPOSITS 

1983 

45 

$   4.3 

$   3.0 

1984 

78 

$   2.8 

$   2.4 

1985 

116 

$   2.8 

$   2.5 

1986 

138 

$   7.0 

$   6.5 

1987 

184 

$   6.9 

$   6.3 

1988 

200 

$  35.7 

$  24.9 

1989 

206 

$  29.2 

$  24.1 

1990 

168 

$  15.7 

$  14.5 

1991 

124 

$  63.1 

$  53.8 

1992 

120 

$  44.2 

$  41.2 

9/93 

36 

$   3.1 

$   2.8 

TOTAL 

1,415 

$214.8 

$182.0 

Excluding  open  bank  assistance  agreements 


74-019  0-94-4 
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Through  the  FDIC's  efforts  to  locate  open  financial 
institutions  to  assume  deposits  and  purchase  assets  of  failed 
banks,  as  many  failed  bank  assets  as  possible  are  returned  to  the 
private  sector  at  the  time  of  resolution,  with  the  remaining 
assets  retained  by  the  FDIC.   Currently,  just  over  $30  billion  in 
assets  remain  in  our  inventory. 

In  selling  assets,  we  have  averaged  over  95  percent  of 
appraised  value  on  loan  sales  and  around  90  percent  of  appraised 
value  on  real  estate  sales.   Asset  disposition  expenses  have  been 
roughly  9  percent  of  collections,  and  total  expenses  are  less 
than  2.5  percent  of  total  assets  resolved. 

Asset  Inventory  1983-1993  ($  in  Billions) 


1983   1984   1985   1986   1987   1988   1989   1990   1991   1992   9/93 

Ymts 
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Assets  Inventory*  1983-1993  ($  in  Billions) 


YEAR 

RECEIVERSHIPS 

BIF  ASSETS 

FRF  ASSETS 

TOTAL  ASSETS 

1983 

161 

$   4.1 

N/A 

$   4.1 

1984 

250 

$  10.0 

N/A 

$  10.0 

1985 

362 

$   9.6 

N/A 

$   9.6 

1986 

507 

$  10.9 

N/A 

$  10.9 

1987 

684 

$  11.0 

N/A 

$  11.0 

1988 

848 

$   9.3 

N/A 

$   9.3 

1989 

964 

$  11.5 

$  14  .4 

$  24.9 

1990 

1,041 

$  18.0 

$  12.9 

$  30.9 

1991 

1,  136 

$  34.4 

$   8.9 

$  43.3 

1992 

972 

$  38.1 

$   5.2 

$  43.3 

9/93 

763 

$  28.5 

$   3.1 

$  31.6 

Year-end  balances 

BIF  =  Bank  Insurance  Fund 
FRF  =  FSLIC  Resolution  Fund 


Asset  Resolution 


In  addition  to  ensuring  that  insured  depositors  receive 
their  funds  as  soon  as  possible  after  a  bank  fails,  we  also  are 
responsible  for  disposing  of  the  assets  acquired  from  failed 
banks.   Many  of  these  activities  are  similar  to  those  of  a 
trustee  handling  the  bankruptcy  of  a  business  organization.   When 
a  bank  fails,  the  FDIC  first  attempts  to  locate  a  buyer  for  the 
bank  to  assume  the  deposits  and  purchase  certain  assets.   When  an 
assuming  bank  is  located,  we  generally  retain  the  problem  assets 
and  negotiate  asset -purchase  options,  put -back  provisions  and 
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loss-sharing  arrangements  with  the  assuming  bank  as  needed  to 
consummate  a  transaction  and  return  as  many  loans  as  possible  to 
the  private  sector  immediately. 

The  FDIC,  as  receiver,  has  a  fiduciary  responsibility  to  the 
creditors  and  shareholders  of  the  bank  to  minimize  losses  by 
obtaining  maximum  recovery,  on  a  net  present  value  basis,  from 
the  assets  of  the  receivership.   The  Federal  Deposit  Insurance 
Corporation  Improvement  Act  of  1991  (FDICIA)  codified  this 
objective  into  law.   We  try  to  carry  out  these  responsibilities 
in  a  way  that  balances  our  desire  to  satisfy  borrowers  and 
purchasers  of  assets,  with  our  need  to  replenish  the  Bank 
Insurance  Fund  and  return  funds  to  those  who  may  have  lost  money 
as  the  result  of  a  bank  failure. 

When  disposing  of  assets,  our  statutory  mandate  and  overall 
goal  is  to  maximize  net  present  value  recoveries  in  order  to 
return  lost  funds  to  uninsured  depositors  and  general  creditors, 
and  to  preserve  the  insurance  fund.   We  accomplish  this  through 
initiatives  to  restructure  and  settle  loans,  as  well  as  through 
sales  programs  for  both  loans  and  real  estate.   With  respect  to 
outstanding  loans,  borrowers  must  be  expected  to  repay  the  monies 
they  borrowed  to  the  extent  that  they  are  capable  of  doing  so, 
just  as  they  would  if  their  bank  had  not  failed. 

You  may  be  assured  that  we  do  not  foreclose  on  borrowers  who 
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are  abiding  by  the  terms  of  their  loans .   The  implication  that  we 
foreclose  on  borrowers  with  standard  15-  and  30-year  mortgages 
who  are  making  their  required  payments  is  false.   In  fact,  we 
cannot  do  so  according  to  law.   In  a  recent  review  of  more  than 
130,000  total  loans  from  failed  New  England  banks,  it  was 
determined  that  we  have  completed  foreclosure  actions  on  just 
over  one  percent  of  them  (around  1,500).   Further,  many  of  the 
foreclosures  were  initiated  by  the  banks  before  they  failed  or 
involved  cases  where  the  borrower  voluntarily  relinquished  their 
property. 

Our  preferred  method  of  asset  resolution  is  through 
consensual  negotiations  and  sales,  with  foreclosure  or  other 
legal  action  rarely  utilized  and  then  only  as  a  last  resort.   Our 
established  policy  is  to  attempt  to  work  with  borrowers  to 
amicably  resolve  their  loans,  and  that  our  employees  and  those  of 
our  contractors  use  courtesy  and  politeness  as  the  basis  for  all 
discussions.   We  analyze  all  viable  alternatives  for  resolving  a 
loan  and  weigh  the  recovery  from  a  negotiated  settlement  against 
the  expected  recovery  through  a  competitive  sale  or  litigation, 
net  of  expenses  and  the  opportunity  cost  of  money.   We  pursue  the 
alternative  that  is  in  the  best  interests  of  the  receivership 
estate,  with  the  end  result  being  that  we  reach  agreements  with 
the  vast  majority  of  cooperative  borrowers. 

Of  transactions  approved  by  the  division's  Asset  Disposition 
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Branch  to  resolve  delinquent  loans  this  year,  approximately  80 
percent  have  involved  consensual  settlements  or  restructure 
agreements.   A  principal  concern  is  to  minimize  any  adverse 
effect  on  the  economic  stability  and  well-being  of  the  local 
community. 

FDIC  employees,  and  those  of  our  contractors,  are  instructed 
to  be  receptive  to  any  concept  a  borrower  may  have  that  would 
help  resolve  a  problem  loan  situation  while  fulfilling  our 
mandate  to  maximize  recoveries.   Since  each  borrower's  situation 
is  unique,  various  options  are  evaluated  and  analyzed  to 
formulate  a  repayment  plan  that  offers  the  best  chance  for  a 
successful  resolution.   Generally,  it  is  in  the  best  interests  of 
both  the  FDIC  and  borrowers  to  return  a  loan  to  a  performing 
status.   This  is  especially  true  for  small  businesses  whose  value 
is  more  often  retained  in  their  ability  to  produce  income  than  in 
the  value  of  their  asset  base. 

The  average  delinquency  on  New  England  loans  that  currently 
are  in  the  process  of  foreclosure  exceeds  two  years  for  both 
loans  serviced  in-house  and  by  contractors.   Clearly,  we  are 
exhausting  all  viable  consensual  alternatives  with  borrowers  that 
maximize  recovery  before  resorting  to  foreclosure.   Our  review  of 
these  loans  in  foreclosure  did  not  reveal  any  cases  where  we  are 
foreclosing  on  a  borrower  who  has  demonstrated  a  willingness  to 
cooperate  and  an  ability  to  maintain  a  realistic  payment  program. 
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Unfortunately,  we  are  sometimes  left  with  no  reasonable 
alternative  than  to  foreclose  due  to  the  inability  or 
unwillingness  of  the  borrower  to  make  consistent  payments. 

For  borrowers  who  cannot  repay  their  obligations  as 
originally  intended,  several  options  are  available.   We  will 
release  collateral  for  fair  market  value,  establish  repayment 
schedules  based  on  ability  to  pay  and  compromise  loans  for  less 
than  the  full  amount  owed.   To  facilitate  a  borrower's 
refinancing  efforts,  we  have  absorbed  closing  costs  and  out-of- 
pocket  expenses  associated  with  obtaining  a  new  loan. 

All  of  these  approaches  require  the  borrower's  cooperation. 
Frequently,  loan  files  that  we  acquire  from  the  failed  bank  are 
poorly  documented  and  it  is  therefore  essential  that  borrowers 
work  with  us  to  furnish  current  financial  and  other  relevant 
information  so  that  a  mutually  acceptable  resolution  can  be 
reached  at  the  earliest  possible  date.   We  reach  agreements  with 
the  vast  majority  of  cooperative  borrowers. 

Are  there  examples  where  we  have  recovered  less  on  an  asset 
than  we  might  have  through  other  means?   In  view  of  the  thousands 
of  assets  we  have  resolved,  the  answer  would  have  to  be  yes. 

Are  there  individuals  who  purchase  assets  from  us  and  make  a 
profit?   Again,  the  answer  is  yes.   Making  a  profit  is  why  people 
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are  in  business.   Our  best  protection  against  selling  assets 
below  value  is  that  we  have  a  competitive  process.   The  market 
protects  us  from  give-away  prices.   Yes,  sometimes  a  sale  is 

rejected  because  it  is  below  our  estimate  of  value and  yes, 

sometimes  the  market  then  declines  and  we  get  less  than  we  could 
have  by  accepting  the  earlier  offer.   There  are  also  times  when 
the  market  rises  and  we  receive  more.   We  don't  try  to  anticipate 
market  fluctuations.   We  do  not  speculate.   We  sell  assets  for 
what  they  are  worth,  as  determined  by  independent  appraisals  and 
competitive  market  forces,  at  a  given  point  in  time.   Overall, 
the  record  shows  that  we  have  been  successful  in  our  disposition 
of  assets  and  that  isolated  examples  are  not  indicative  of  the 
FDIC  as  a  whole. 

Loan  Sales 

The  majority  of  assets  acquired  by  the  FDIC  from  failed 
institutions  are  loans.   We  have  found  loan  sales  to  be  an 
effective  method  by  which  to  maximize  net  present  value  and 
return  loans  to  the  private  sector.   Typically,  the  FDIC  has 
adopted  a  portfolio  sale  strategy  for  performing  loans  because 
there  is  a  well -developed  market  for  these  types  of  portfolios. 
Such  sales,  which  are  a  common  practice  in  the  private  sector, 
are  consistent  with  our  overall  objective  of  converting  assets 
into  cash  on  a  timely  basis.   After  loans  are  sold,  borrowers 
remain  obligated  to  pay  just  as  they  were  before  their  loan  was 

10 
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sold,  and  they  also  retain  all  borrower  rights  as  available  under 
applicable  laws  which  govern  such  matters. 

By  conducting  these  sales,  long-term  credit  and  interest 
rate  risks  associated  with  holding  the  assets  are  avoided.   The 
FDIC  also  has  generally  adopted  a  bulk  sale  approach  for  small 
distressed  assets  because  the  administrative  costs  associated 
with  these  types  of  loans  outweigh  the  benefits  and  value 
realized  from  their  individual  disposition. 

The  management  and  disposition  of  problem  assets  is  a  labor 
intensive  and  high  risk  activity.   There  does  not  appear  to  be 
any  concrete  evidence  available  to  argue  that  an  individual  asset 
disposition  strategy  generates  higher  returns  than  bulk  sale 
transactions.   Obviously,  buyers  of  loans  believe  that  they  can 
generate  reasonable  returns  and  are  willing  to  assume  the  risk 
necessary  to  make  a  profit.   Although  it  may  seem  reasonable  to 
assume  that  a  properly  managed  portfolio  would  generate  higher 
net  returns  if  the  assets  were  managed  on  an  individual  basis, 
the  volume  of  assets  to  be  resolved,  the  staff  available, 
potential  market  fluctuations,  inherent  management  risks 
associated  with  asset  liquidation,  opportunity  costs  and  the  need 
to  convert  assets  into  cash  must  be  factored  into  the  equation. 

To  attract  the  greatest  possible  number  of  purchasers  with 
specific  interests,  we  offer  loans  in  homogeneous  packages 
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whenever  possible.   Loan  portfolios  are  packaged  in  various  sizes 
to  attract  a  broad  spectrum  of  investors,  depending  on  the  type 
and  quality  of  loans,  and  their  geographic  location.   Each  loan 
in  a  sale  package  is  evaluated  on  its  own  merits  and  may  be 
valued  anywhere  from  zero  to  100  percent  of  the  amount  owed.   The 
individual  appraised  values  are  then  used  to  arrive  at  an  overall 
valuation  for  the  entire  package,  which  must  be  met  before  we 
will  agree  to  a  sale.   Loans  included  in  a  bulk  sale  package  may 
be  withdrawn  prior  to  a  sale  if  a  settlement  that  maximizes 
recovery  is  imminent.   Individual  settlements  must  be  based  on 
the  appraised  value  of  the  loan  in  question  and  not  on  the 
reserve  price  for  the  overall  portfolio. 

Real  Estate  Sales 

The  FDIC  does  not  market  real  property  assets  in  bulk  sale 
packages  and  does  not  anticipate  acquiring  the  volume  and  mix  of 
assets  that  would  necessitate  such  an  approach.   Our  preferred 
method  of  disposing  of  real  property  is  through  the  use  of  local 
brokers,  sealed-bid  sales  and  auctions.   When  selling  real 
estate,  we  rely  on  appraised  values  from  independent  appraisers. 
Properties  are  marketed  broadly  in  a  competitive  environment 
using  local  brokers  and  auctioneers. 

Although  we  prefer  to  sell  our  assets  for  cash,  we  recognize 
that  there  are  situations  in  which  the  sale  of  real  estate  on 
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terms  can  be  advantageous  and  therefore  will  offer  financing  when 
necessary  to  facilitate  the  sale  of  real  estate  to  creditworthy 
purchasers.   We  do  not  compete  with  open  financial  institutions, 
but  rather  offer  financing  when  it  is  not  readily  available  in 
the  private  sector. 

Outside  Contractors 

As  the  number  of  bank  failures  increased  and  our  workload 
grew,  we  increased  both  our  internal  staff  and  our  use  of  outside 
contractors.   Today  the  situation  is  different.   Our  internal 
workload  as  well  as  that  of  our  contractors  is  projected  to  drop 
rapidly.   One  is  not  gaining  at  the  expense  of  the  other.   Both 
are  shrinking.   Outside  contractors  have  been  used  primarily  to 
manage  assets  acquired  from  large  failed  institutions  where  the 
volume  of  assets  to  manage  and  liquidate  exceeded  our  existing 
capacity  in  the  location  of  the  failure. 

Earlier  this  year,  the  division  formed  a  Contractor 
Oversight  and  Monitoring  Branch  (COMB)  to  consolidate  the 
oversight  of  all  of  the  division's  servicing  contractors  into  a 
single  area  of  responsibility.   COMB  personnel  are  on-site  at  the 
location  of  each  major  servicer  to  monitor  compliance  with  the 
servicing  contract.   In  addition  contractor  activities  are 
subject  to  external  audits  and  review  by  the  FDIC  Inspector 
General.   Based  on  our  future  workload  projections,  which 
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indicate  fewer  and  smaller  bank  failures,  we  anticipate  doing  a 
greater  percentage  of  work  in-house  with  less  reliance  on  outside 
contractors. 

As  of  September  30,  1993,  assets  administered  by  DAS  totaled 
$31.6  billion,  with  $12.2  billion  being  managed  by  contractors. 
The  portfolio  contains  approximately  150,000  loans  for  $23.6 
billion  and  around  7,500  owned  real  estate  properties  with  an 
appraised  value  of  approximately  $2.8  billion. 

Recent  Improvements 

Recently,  we  changed  the  name  of  the  division  to  the 
Division  of  Depositor  and  Asset  Services  and  created  regional 
service  centers  to  more  accurately  define  our  purpose  and 
direction,  and  to  reflect  our  commitment  to  customer  service, 
quality  management,  and  a  diverse  and  participatory  workforce. 
In  addition,  we  are  in  the  process  of  conducting  a  top  to  bottom 
review  of  our  operations. 

We  have  initiated  an  Ombudsman  program  to  ensure  that 
questions  and  complaints  from  the  public  are  handled  fairly  and 
quickly.   We  are  notifying  borrowers  that  an  Ombudsman  is 
available  to  independently  review  any  issue  of  concern  that  they 
may  have  that  is  not  resolved  by  their  account  officer. 
Borrowers'  concerns  will  be  given  the  highest  priority  to  ensure 
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that  they  are  addressed  in  a  timely  and  equitable  manner. 

We  have  set  up  a  new  independent  national  Office  of  Internal 
Review  to  ensure  that  our  policies  and  procedures  are  being 
followed,  and  to  make  recommendations  to  improve  our 
effectiveness  and  efficiency  of  operations  and  overall  internal 
controls.   This  new  office  reports  directly  to  me. 

We  have  put  a  management  reporting  system  in  place  to  track 
the  findings  of  GAO  and  Inspector  General  audits  as  well  as 
internal  reviews.   This  system  will  provide  management  reports 
that  identify  areas  of  weakness  and  assist  in  searching  for 
trends  or  patterns  that  require  management  attention.   It  will 
track  plans  to  correct  deficiencies  and  generate  reminders  of  due 
dates  for  correction.   The  Office  of  Internal  Review  will  use 
this  information  to  ensure  that  corrections  are  completed  and 
that  adequate  management  attention  is  directed  to  achieving 
timely  resolution  of  identified  problems. 

We  have  streamlined  our  decision-making  and  approval  process 
by  removing  unnecessary  levels  of  review  and  empowering  our 
people  on  the  front  lines  with  greater  authority  to  make 
decisions.   The  regional  office  function  is  being  phased  out. 
Our  new  regional  Service  Centers  have  been  established  to  improve 
our  ability  to  make  decisions  quickly,  with  the  Washington  Office 
concentrating  on  policy  and  planning  matters. 
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We  have  undertaken  initiatives  to  improve  the  quality  of  our 
data  and  information  systems.   In  late  1992,  the  Corporation 
announced  a  reorganization  and  created  a  new  Division  of 
Information  Resources  Management  (DIRM)  to  coordinate  FDIC 
computer  operations  and  data  analysis  used  by  the  agency.   The 
new  division  was  formed  in  response  to  a  private  study 
commissioned  by  the  FDIC  that  recommended  a  more  comprehensive 
program  for  managing  the  agency's  current  and  future  information 
needs . 

DIRM  has  implemented  enhancements  to  FDIC  telecommunications 
facilities  and  established  a  more  "user-friendly"  data  processing 
environment  which  have  dramatically  improved  system  on-line 
response  times.   New  directives  have  also  been  issued  to  our 
employees  emphasizing  the  need  for  data  integrity  and  making  this 
issue  a  division  priority.   User  groups  and  task  forces  have  been 
formed  to  indentify  business  requirements  and  recommend 
additional  enhancements  to  our  systems.   We  are  working  closely 
with  DIRM  to  make  improvements  and  currently  are  merging  our 
division's  Information  Support  Unit  into  DIRM. 

We  know  that  we  are  not.  perfect.   As  you  can  see,  we  are 
taking  action  to  improve  our  operations  where  necessary.   We  also 
realize  that  some  past  decisions  have  been  perceived  as  contrary 
to  the  public  interest.   I  can  assure  you,  however,  that  we  take 
our  role  as  public  servants  seriously  and  will  do  whatever  it 
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takes  to  improve  our  operations. 

Although  we  recognize  that  we  can  improve,  our  employees 
take  great  pride  in  what  we  have  accomplished  over  the  past 
decade,  during  a  time  when  the  nation  experienced  an 
unprecedented  number  of  bank  failures.   It  also  should  not  be 
forgotten  that  during  this  period  of  unprecedented  bank  failures, 
approximately  one-half  of  the  division's  workforce  was  called 
upon  to  support  the  massive  start-up  efforts  of  the  Resolution 
Trust  Corporation.   Considering  the  size  of  the  task  and  the 
explosive  internal  growth  necessary  to  complete  it,  we  believe 
that  we  have  done  our  job  effectively,  with  tremendous  benefits 
to  the  U.S.  economy  and  financial  system  --  and  without  taxpayer 
assistance . 

Conclusion 

In  conclusion,  the  FDIC  is  faced  with  an  arduous  and 
sometimes  unpleasant  task  of  dealing  with  problem  assets  in  a 
difficult  economy.   As  you  are  aware,  the  success  of  our  efforts 
has  a  direct  impact  on  the  taxpayers  of  this  country  and  the 
banking  industry  that  pays  deposit  insurance  premiums.   Above  all 
else,  we  must  protect  the  depositors  of  failed  banks.   To  do 
this,  borrowers  must  be  expected  to  repay  their  financial 
obligations  to  the  extent  they  are  capable  of  doing  so.   Without 
these  loan  collections,  the  FDIC  would  not  have  the  cash  needed 
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to  protect  bank  depositors  and  would  be  forced  to  seek  taxpayer 
assistance . 

Despite  the  shocks  to  the  U.S.  financial  system  over  the 
past  decade,  no  losses  were  suffered  by  insured  depositors, 
thousands  of  loans  have  been  amicably  resolved,  public  confidence 
in  our  banking  system  was  maintained,  and  no  taxpayer  money  was 
required  to  resolve  any  failed  banks. 

Moving  forward,  we  are  receptive  to  suggestions  on  how  to 
balance  the  impact  of  our  asset  disposition  policies  on  local 
economies.   We  are  sensitive  to  the  fact  that  borrowers  are 
facing  difficult  times  and  are  deserving  of  professional  and 
honest  treatment  from  FDIC  employees  and  private  contractors.   We 
will  be  pleased  to  answer  any  questions  you  may  have. 
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STATEMENT  OF  DIANA  L.  DICKSON 


I  have  been  employed  at  the  FDIC,  Irvine  Consolidated  Office  as  an 
LG  employee  for  approximately  8  years.  I  have  been  assigned  to  the 
Property  Management  Department  for  6  years.  My  current  position  is 
Property  Management  Specialist.  My  responsibilities  include  the 
management  of  real  estate  properties  owned  by  the  FDIC,  as  receiver 
or  liguidator  of  a  failed  bank.  I  currently  manage  33  properties, 
ranging  from  raw  land  to  income  producing  assets. 

Prior  to  the  implementation  of  the  Contracting  Unit  (OCS/AQS)  , 
Property  Managers  were  able  to  select  vendors  for  maintenance 
relating  to  the  management  of  owned  real  estate  assets. 

Usually  one  to  three  phone  calls  were  placed  ,  verbal  or  written 
bids  were  obtained  (depending  on  the  amount  of  the  service) ,  bids 
were  reviewed  and  a  vendor  was  selected.  The  process  usually  took 
approximately  1  to  3  days.  Property  Managers  had  control  of  the 
price  and  the  selected  vendor.  If  the  Property  Manager  was  not 
satisfied  with  the  outcome  of  the  repair/service,  they  were  able  to 
discuss  it  with  the  vendor,  delaying  payment  if  necessary. 

Currently  all  repairs/services  are  sent  to  the  Contracting  Unit, 
regardless  of  the  cost.  This  has  inundated  Property  Managers  with 
paperwork.  Three  forms  are  reguired  to  be  filled  out,  a 
procurement  reguisition  form,  reguest  for  services  form,  and  a 
contract  specification  form.  These  all  must  be  typed  or  computer 
generated.  After  the  forms  are  complete  they  are  sent  to  the 
Section  Chief  for  approval  (also  regardless  of  amount) .  The  forms 
are  then  routed  through  a  liguidation  technician  for  a  number 
assignment.  This  process  usually  takes  3  to  7  days.  Finally  the 
package  is  sent  to  the  Contracting  Unit  for  the  actual  bid  process 
and  the  selection  of  a  vendor.  The  Contracting  Unit  then  solicits 
vendors  for  bids,  reviews  the  bids,  and  awards  the  contract.  This 
process  can  take  2  to  4  weeks,  or  longer.  When  a  vendor  is  selected 
the  Property  Manager  Account  Officer  is  notified  by  a  confirmation 
letter  from  the  Contracting  Unit. 

Since  the  Contract  Specialists  are  not  trained  in  Property 
Management,  they  are  unfamiliar  with  the  actual  repair  needed. 
Prices  have  skyrocted.  Simple  one-time  lawn  maintenance  has 
jumped  from  approximately  $40  to  hundreds.  Contracting  recently  had 
one  lawn  maintenance  company  servicing  5  counties,  with  properties 
sometimes  100  miles  apart.  We  have  roughly  30  Account  Officers 
managing  2  50  properties.   When  Property  Mangers  were  contracting 
their   own   work   many   different   vendors   were   selected.   The 
Contracting  Unit  has  2  "Specialists"  doing  the  same  job  30  Account 
Officers  did.  Since  work  is  extremely  backed-up,  their  is  a 
tendency  to  use  the  same  vendor  for  everything. 


no 


Per  FDIC  Credit  Manual  guidelines  all  owned  real  estate  assets  must 
be  inspected  quarterly.  These  inspections  are  now  costing  the 
Corporation  approximately  $80  per  asset  often  more.  Property 
Managers  used  to  get  the  inspections  for  free.  If  the  asset  was  in 
a  remote  area  we  would  pay  a  nominal  fee. 

With  the  implementation  of  the  Contracting  Unit  management  of  FDIC 
owned  properties  is  no  longer  cost  effective.  It  takes  weeks  to 
get  a  simple  lock  changed  or  a  broken  window  fixed.  Many  times 
assets  are  left  unsecured  and  further  vandalized.  We  can  no  longer 
guarantee  the  protection  or  preservation  of  the  properties.  The 
FDIC  hired  us  for  our  knowledge  and  skill,  yet  they  will  not  allow 
us  to  use  those  skills. 


Thi^i  statement  id   true  and  accurate  to  the  best  of  my  knowledge. 


M  •  b-M 
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Diana  L.  Dickson  Date 
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Statement  of  Gerald  Schnabl 

to  Congressional  Sub  Committee  on  Governmental  Affairs 


Statement  of  Gerald  Schnabl 

My  name  is  Gerald  Schnabl.  I  am  an  Account  Officer  with  the  FDIC.  My  title 
is  Credit  Specialist  .  I  am  employed  with  the  Federal  Deposit  Insurance 
Corporation  at  the  Irvine  Consolidated  Office  located  in  Irvine,  California. 
I  will  have  been  employed  with  the  FDIC  for  three  years  as  of  December  3, 
1993. 

Approximately  two  weeks  ago  I  met  with  Peter  Wade  and  discussed  with  him  FDIC 
policies  and  procedures. 

The  first  topic  concerned  appraisals.  I  provided  to  Mr.  Wade  an  example  of 
an  expenditure  case  to  illustrate  how  complex  and  difficult  it  is  to  order 
something  as  simple  as  an  appraisal . 

At  the  present  time  I  am  in  the  Real  Estate  Loan  Department.  All  of  our 
loans  are  collateralized  with  real  property.  The  first  step  in  resolving  any 
real  estate  loan  is  to  determine  the  value  of  the  collateral.  This  entails 
obtaining  an  appraisal. 

I  showed  Mr.  Wade  a  document  which  was  eight  pages  in  length.  This  document 
was  an  expenditure  case  authorizing  the  ordering  of  an  appraisal.  The 
preparation  of  the  expenditure  case  is  the  first  step  in  ordering  an 
appraisal.  This  is  necessary,  due  to  the  fact  that  the  individual  account 
officer  has  no  authority  to  incur  any  expense.  In  the  expenditure  case, 
under  the  heading  of  Description  of  Asset,  it  is  necessary  to  completely 
describe  the  loan.  For  example,  the  amount  of  the  original  loan,  the 
interest  rate,  the  term  of  the  loan,  the  obligor  as  well  as  any  guarantors 
must  be  stated.  Under  the  area  of  Brief  Background  ,  it  is  necessary  to 
write  a  narrative  history  of  the  loan  from  its  origination  by  the  bank, 
through  its  acquisition  by  the  FDIC. 

This  illustrates  the  tremendous  amount  of  detail  required  for  such  a  simple 
task  as  ordering  an  appraisal.  The  question  has  to  be  asked,  is  it  relevant 
to  know  what  the  original  terms  were?  The  terms  of  the  loan  have  absolutely 
nothing  to  do  with  an  appraisal  .  This  process  is  nothing  more  than  the 
gathering  of  useless  and  meaningless  information. 

The  next  item  in  the  case  format  is  entitled  Financial  Analysis  .  Pursuant 
to  the  FDIC  credit  manual,  an  account  officer  is  required  to  have  a  current, 
real  estate  appraisal(s)  when  resolving  any  real  estate  matter.  But  in  this 
section  of  the  case,  it  is  necessary  for  the  account  officer  to  state  "that 
in  order  to  properly  evaluate  the  asset,  it  is  necessary  to  order  an 
appraisal."  This  comment  is  redundant  and  almost  childlike  in  its 
simplicity.  Any  Section  Chief  or  Department  Head  knows  that,  an  appraisal  is 
necessary  and  is  required  by  the  credit  manual. 


112 


Statement  of  Gerald  Schnabl 

to  Congressional  Sub  Committee  on  Governmental  Affairs 


The  next  heading  of  the  case  is  Alternatives/Recommendations .  Here  the 
account  officer  states  that  the  alternative  for  ordering  an  appraisal  is  "not 
to  order  an  appraisal  and  leave  the  asset  unresolved"  which  is  contrary  to 
FDIC  policy.  Again  this  type  of  statement  is  redundant  and  a  waste  of  time 
and  resources  of  the  account  officer. 

The  final  section  of  the  case  is  the  Substantiation .  Here  the  account 
officer  basically  reiterates  what  was  already  put  in  the  Financial  Analysis 
section,  that  the  appraisal  would  allow  the  FDIC  to  evaluate  the  property, 
make  an  informed  decision  and  ultimately  resolve  the  asset. 

The  point  is,  that  the  process  is  far  more  complex  than  needed.  Even  if  it 
is  necessary  for  someone  with  delegated  authority  to  authorize  the 
expenditure  for  an  appraisal,  it  can  be  done  on  a  one  page  document.  All 
that  would  have  to  be  indicated  on  the  form  would  be  the  debtor's  name,  the 
address  of  the  property,  the  FDIC's  internal  identification  number,  the  fact 
that  the  loan  is  delinquent  and  pursuant  to  the  FDIC  credit  manual,  an 
appraisal  is  required. 

Once  the  case  to  authorize  the  expenditure  for  an  appraisal  is  approved,  the 
process  is  far  from  complete.   In  fact,  it  has  just  begun. 

A  requisition  form  and  a  statement  of  services  are  prepared  for  the 
Contracting  Department.  These  requisition  forms  indicate  and  state,  that  it 
is  required  to  have  a  prior  appraisal  and  title  policy  attached.  These 
documents  are  then  sent  to  the  selected  appraiser. 

So  for  every  appraisal  that  the  FDIC  orders,  if  an  old  appraisal  is 
available,  that  appraisal  must  be  photocopied  in  its  entirety.  In  the  case 
of  commercial  property,  as  opposed  to  a  single  family  residence,  you  are 
talking  about  an  appraisal  of  50-70  pages.  The  entire  title  policy  must  also 
be  photocopied. 

This  practice  is  at  its  very,  very  best,  time  consuming  and  an  over-kill  in 
the  amount  and  type  of  information  sent  to  the  appraiser.  The  objectivity  of 
the  new  appraisal  has  to  be  questioned  when  the  FDIC  has  provided  the  new 
appraiser  with  the  facts  and  conclusions  of  the  previous  appraiser. 

In  terms  of  time  allocations,  I  did  an  appraisal  expenditure  case  which  was 
approved  October  12,  1993.  Today  is  November  1,  1993  and  the  requisition 
form  has  still  not  left  my  section.  The  reason  for  the  delay  is  that  the 
prior  appraisal  had  to  be  bulk  copied.  The  requisition  form  had  to  be  typed, 
proof  read  and  signed  by  the  Section  Chief.  The  Section  Chief  had  been  out 
of  the  office  on  sick  leave  for  a  few  days  and  it  was  necessary  to  remove  the 
requisition  form  from  her  in-basket  and  place  it  in  the  Department  Head's  in- 
basket.  The  form  was  returned  to  me  today.  I  placed  it  in  our  technician's 
in-basket  in  order  to  be  logged  in  and  forwarded  to  the  Contracting 
Department . 
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Once  the  requisition  gets  to  the  Contracting  Department,  it  can  take  anywhere 
between  2  weeks  to  a  month  before  they  select  an  appraiser.  After  an 
appraiser  is  selected,  it  can  take  anywhere  between  30-45  days  or  more,  for 
the  account  officer  to  receive  an  appraisal. 

The  FDIC  procedure  for  ordering  appraisals  is  an  inordinately  time  consuming 
complex  ordeal .  I  am  not  advocating  or  suggesting  that  the  account  officer 
have  the  sole  authority  to  contact  an  appraiser  directly  and  order  an 
appraisal .  What  I  am  suggesting  is  a  streamlining  of  the  process  so  that  it 
more  closely  resembles  what  is  found  in  private  industry.  It  should  be  noted 
that  the  outside  contractors  that  are  handling  real  estate  loans  are  not 
required  to  follow  any  of  the  FDIC's  burdensome  procedures  that  I  have 
described . 

Another  type  of  report  I  showed  to  Mr .  Wade  was  the  Monthly  Account  Officer 
Activity  Report.  This  report  must  be  completed  by  each  account  officer. 
Each  month  every  account  officer  is  given  a  blank  activity  report  form  and 
five  additional  information  reports  which  are  generated  by  the  FDIC's 
computer  system.  The  FDIC  downloads  this  data  in  hard  copy  form  that  is 
already  in  its  computer  systems.  These  printouts  are  used  by  the  account 
officers  to  fill  in  blanks  on  the  activity  report.  The  point  I  made  to  Mr. 
Wade  is  that  I  do  not  supply  any  information  that  is  not  already  included 
within  the  five  hard  copies. 

The  activity  report  is  then  given  to  the  "Section"  Technician  to  compile  and 
balance  the  figures  for  the  section.  That  information  is  then  given  to  the 
Lead  Technician  who  compiles  and  balances  the  figures  for  the  entire 
department . 

I  know  very  little  about  computers.  But  I  do  know  that  if  information  is  in 
a  computer  system,  it  is  not  necessary  to  download  it  into  a  printed  format 
and  manually  reconfigure  the  same  information.  This  information  can  be 
formatted  internally  within  the  computer  system  without  using  any  manpower 
resources.  The  total  time  spent  by  the  section  technicians  balancing  and 
compiling  this  information  averages  about  eight  days  a  month. 

I  have  stated  to  my  Section  Chief  and  Department  Head  that  this  practice  is 
total  nonsense.  Such  a  practice  indicates  an  absolute  lack  of  any  abilities 
in  the  area  of  management  information  systems  by  senior  FDIC  management. 
This  practice  is  an  appalling  waste  of  time  and  money. 

I  also  related  to  Mr.  Wade  how  the  FDIC  is  wasting  money  in  its  collection 
practices.  In  particular  I  discussed  one  loan  called  "LPI  Corp."  with  him. 
In  this  instance  the  loan  had  matured,  yet  the  debtor  was  continuing  to  make 
payments.  After  six  months,  the  FDIC  refused  to  accept  any  further  payments 
from  the  debtor.  The  debtor  asked  that  the  note  be  rewritten  with  an 
extension  of  the  maturity  date  for  an  additional  one  to  two  year  period.  The 
FDIC  categorically  refused  and  demanded  $300,000  or  they  would  foreclose. 
Ultimately,  the  FDIC  foreclosed  on  the  property. 


114 


Statement  of  Gerald  Schnabl  < 

to  Congressional  Sub  Committee  on  Governmental  Affairs 


In  July  of  1993,  the  FDIC  was  successful  in  retaining  a  rent  receiver. 
During  the  period  from  January  through  July  of  1993,  the  FDIC  received  no 
monies  whatsoever  from  this  property.  The  debtor  had  been  paying  $20,000  a 
month.  Consequently,  the  FDIC  was  out  $140,000.  Also,  the  FDIC  will  take  a 
loss  on  the  property  possibly  exceeding  $600,000. 

The  FDIC's  credit  manual  states  that  the  FDIC  should,  and  will  work  with  a 
debtor  whose  loan  has  matured  and  is  willing  to  make  monthly  payments  if  the 
debtor  is  unable  to  obtain  outside  financing.  The  credit  manual  provides 
that  the  loan  can  be  rewritten  for  a  period  of  up  to  five  years. 

I  personally  know  of  one  other  incident  where  the  FDIC  has  refused  to  take 
payments  from  a  debtor  whose  loan  had  matured.  However,  I  feel  that  this 
practice  is  prevalent  within  the  FDIC  and  is  a  nationwide  practice. 


I  attest  that  to  the  best  of  my  knowledge,  my  statement  is  true  and  accurate. 

/Q.'-73 

Gerald  Schnabl  11-01-93 
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442  Hart  Senate  Office  Building  11-1-93 

Washington,  D.C.  20510 

The  purpose  of  my  statement  is  to  put  into  a  reasonable 
perspective  the  excesses  of  the  deregulation  era  of  the  80 's. 
The  aftermath  resulted  in  an  economic  retrenchment  that  impacted 
upon  the  financial  industry  as  a  multi-billion  dollar  bailout  of 
the  banking  and  savings  and  loan  system. 

The  regulators  during  the  period  of  euphoria  were  just  as 
unprepared  as  the  bankers,  pension  fund  managers,  insurance 
company  directors  and  real  estate  investment  trust  officers  to 
cope  with  the  environment.  Deregulation  in  part  opened  the 
floodgates  of  competition  and  set  new  standards.  In  the  early 
days  of  deregulation,  deals  were  rationally  and  conservatively 
underwritten.  As  time  went  on  there  were  more  and  more  bidders 
for  construction  projects  and  more  and  more  opportunities  for 
financing  and  refinancing,  at  higher  and  higher  amounts. 
Appraisals  were  geared  to  the  future  earning  power  and  the 
potential  valuation  based  on  this  anticipated  earning  power.  No 
one  ever  went  down  to  city  hall  to  look  at  the  approved  permits 
to  say,  are  we  over-building  or  saturating  the  market,  or  where 
are  the  businesses  that  will  occupy  these  spaces.  In  a 
potentially  saturated  market  place  the  supply  and  demand  curve 
would  suggest  lower  rental  incomes  and  not  continually  higher  and 
higher  incomes  as  projected.  Costs  were  projected  reasonably 
however.  Thus  the  scene  was  set  for  a  dramatic  collapse.  The  tax 
act  of  1986  probably  cut  short  an  even  more  dramatic  collapse  of 
the  real  estate  market. 

An  example  of  the  underwriting  of  a  construction  project  went 
like  this:  a  proposal  is  made  by  a  contractor  supporting  a  $1 
million  project  that  will  take  18  months  to  two  years  to 
complete.  The  bank  is  willing  to  lend  the  $1  million  plus  an 
additional  $200  thousand  to  cover  the  interest  and  other  bank 
charges.  The  obvious  problem  with  this  scenario  is  that  the 
contractor  does  not  have  one  cent  in  the  project.  The  bank 
becomes  an  investor  but  does  not  or  will  not  share  in  the  profits 
of  the  deal.  As  in  many  cases  the  project  proved  impractical  for 
any  number  of  reasons  and  the  contractor  walked  away  from  the 
project.   He  had  no  financial  interest  in  the  project. 

During  this  period,  there  were  enough  regulators  who  made 
comments  about  the  excesses  and  the  lack  of  the  deal  makers  and 
contractors  to  put  at  risk  any  of  their  own  funds.  The  arguments 
that  a  conservative  attitude  did  not  stand  up  to  the  bottom  line 
profits.  A  $50,000  a  year  examiner  confronting  a  $500,000  a  year 
executive  did  not  fare  well  in  this  argument.  Even  the  Regional 
Office  would  not  back  up  an  examiner.  The  financial  manager's 
argument  was  always  much  stronger. 
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Under  this  scenario  I  wish  to  present  my  ideas  for  your  review. 
The  following  three  closed  banks  appear  to  represent  situations 
which  reflect  inconsistencies  in  the  historical  procedures  of 
closure  and/or  salvage.  I  make  reference  to  my  own  historical 
experiences  relating  to  closed  banks.  I  would  like  to  emphasize 
that  most  of  my  historic  reference  was  lower  level,  non-decision 
and  generally  related  to  salvage  of  the  institution  in  which  I 
assisted  at  the  particular  examination.  However,  in  the  three 
examples  which  I  use,  I  was  directly  involved  as  Examiner  in 
Charge . 

The  Security  Savings  Bank,  SLA  (Security),  Suburban  National  Bank 
(Suburban)  and  the  Highlands  National  Bank  (Highlands)  are  the 
subjects  of  my  comments. 

Security  Savings  Bank,  SLA 

The  closing  of  Security  was  not  a  logical  conclusion.  The 
6/30/90  close  of  business  examination  is  used  as  a  reference.  I 
was  the  Examiner  in  Charge  for  the  FDIC.  At  the  time  of  the 
examination  the  bank  had  been  scaled  down  from  approximately  $2 
billion  to  $1.3  billion  in  total  assets.  Generally  speaking, 
this  shrinkage  had  been  orchestrated  by  the  appropriate 
regulatory  supervisor,  the  Office  of  Thrift  Supervision.  This  in 
essence  depleted  the  asset  side  of  the  balance  sheet  of  earning, 
non-problem  assets. 

I  would   like  to  make  the  following  notation.   As  a  benchmark  the 

RTC  and  Division  of  Liquidation  estimate  that   a  30%   loss  to 

assets  can  be  expected  in  a  closure.  Thus,  $390  million  in 
charges  to  the  insurance  fund  could  normally  be  expected. 

As   the   result  of   the   examination  it   had   been  determined  by 

January  1991  that  the  deterioration  in  the  loan  portfolio  has 
leveled   off   and   that    only   minimal   deterioration   could   be 

anticipated.   Over  the  one  year  in  which  I  was  able  to  follow  the 

condition   of    the   bank,    the   loan   portfolio  continued   to 

deteriorate  but  appeared  to  have  leveled  off  by  late  1991  and 
early  1992. 

At  the  conclusion  of  the  6/30/90  examination,  I  recommended  that 
failure  and  a  substantial  $390  million  cost  to  the  insurance  fund 
could  be  averted  by  a  minimal  $15  to  $25  million  injection  of  new 
capital  by  the  FDIC.  My  reasoning  was  basically  that  the 
institution  continued  to  be  cash  flow  positive  and  continued  so 
into  early  1992.  Positive  cash  flow  earnings  were  minimal  but 
appeared  sufficient  to  carry  the  bank.  I  would  have  been  hard 
pressed  to  make  a  recommendation  of  this  nature  if  the  bank  were 
not  cash  flowing.  Basically  a  positive  cash  flow  is  the  bottom 
line  net  income  plus  non-cash  expenses  such  as  depreciation, 
amortization  and  goodwill.  The  resultant  figure  would  be  the 
amount  of  available  disposable  cash. 
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Additional    recommendations  were    to    require    directorate, 

management  and  staff  changes  and   that  my  conclusions  be  reviewed 

with  an  on  site  evaluation  subsequently  or  at  the  next  full 
examination. 

The  examiner  at  the  next  full  examination  noted  that 
deterioration  had  continued  and  that  slightly  less  than  $50 
million  was  needed  to  bring  the  bank  whole.  Although  I  respect 
the  Examiner,  I  felt  that  he  was  somewhat  harsh  in  his 
evaluation.  However,  this  recommended  figure  was  based  upon 
Regional  Office  policy  which  dictated  bringing  the  bank  to  a  full 
5%  Core  Capital  ratio.  As  a  side  note,  this  examiner  had  erred 
in  his  analysis  of  the  Midlantic  Bank  in  New  Jersey.  Midlantic 
was  a  5  rated  institution  and  the  tenor  of  the  report  indicated 
that  it  would  shortly  be  a  candidate  for  closure.  The  bank  went 
on  to  recover  with  the  stock  selling  above  $20  a  share  and  a  core 
capital  ratio  that  is  rated  satisfactory. 

I  felt  that  a  timely  analysis  and  a  timely  injection  of  funds  at 
Security  Bank  could  have  brought  positive  results  that  would  have 
slowed  and/or  stopped  the  deterioration  of  the  institution. 

My  Report  of  Examination  (ROE)  for  6/30/90  took  almost  seven 
months  to  be  reviewed.  Policy  and  procedures  require  that  an  ROE 
be  returned  to  the  bank  in  approximately  one  month  after  the 
completion  of  the  examination.  I  believe  the  reason  for  the 
delay  was  because  of  the  unorthodox  content  of  the  ROE.  It  was 
subsequently  necessary  to  discuss  the  report  and  one  of  my 
superiors  stated  that  "if  the  report  were  published  (in  the 
current  form  presented)  anyone  could  get  it  (the  ROE)  under  FOIA 
(the  Freedom  of  Information  Act)".  Apparently  meaning  that  the 
content  could  be  damaging  to  the  credibility  of  the  FDIC.  I  was 
additionally  told  that  there  were  too  many  problem  institutions 
and  that  it  was  not  practical  to  keep  a  bank  open  beyond  the 
trigger  date  in  which  the  FDIC  would  be  responsible  for  covering 
any  losses.  Before  the  trigger  date  Congress  would  be 
responsible  for  appropriating  funds  to  cover  the  closure  losses. 
As  I  was  reminded  by  a  supervisor,  "it  was  not  practical  to 
consider  keeping  the  bank  open  let  alone  inject  new  funds."  I 
subsequently  received  what  an  annual  Performance  Evaluation  tat 
was  referred  to  as  being  unsatisfactory,  primarily  because  of 
this  report. 

I  had  gone  into  greater  detail  in  analyzing  the  finances  in  my 
presentation  to  Andrew  Schneider.  This  analysis  represented  a 
continuing  flow  from  my  own  ROE  at  6/30/90  to  Examiner  Kieran's 
ROE  dated  9/30/91  and  through  early  1992  from  bank  supplied 
information.  I  was  unable  to  obtain  the  1992  ROE  and  associated 
documentation.  Presumably  some  of  the  documentation  was 
shredded.  All  Savings  and  Loan  documentation  was  supposed  to 
have  been  sent  to  the  care  of  the  Resolution  Trust  Company  in 
Norristown,  Penna. 
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The  following  analysis  and  argument  could  and  can  be  applied  to 
many  of  the  institutions  that  have  been  closed.  The  rational  of 
the  FDIC  for  closing  savings  and  loan  institutions  appears  to 
have  hinged  on  the  fact  that  after  a  certain  date  the  problem  and 
cost  of  closure  would  be  the  responsibility  of  the  FDIC  fund. 
Before  a  certain  date  the  closure  of  the  S  &  L  would  be  the 
responsibility  of  the  Congress  to  fund.  Therefor  there  was 
considerable  incentive  to  "get  rid"  of  iffy  institutions.  The 
reports  were  geared  toward  all  the  negative  aspects  and  nothing 
toward  any  positive  or  redeeming  features  of  the  institution. 
Also,  Congress  had  placed  a  2%  capital  cutoff  in  which  any 
institution  falling  below  the  2%  capital  level  was  in  jeopardy  of 
being  declared  insolvent.  It  would  seem  appropriate  for  an 
examiner  to  comment  upon  the  lilkehood  of  salvage  of  an 
institutition  that  is  in  jeopardy  of  failing.  However,  this  is 
not  an  acceptable  avenue  of  concern  or  consideration.  Larger 
banks  where  it  appeared  to  be  politically  and/or  economically 
acceptable  to  nurse  the  institutions  along  were  kept  alive.  An 
example  appears  to  be  Midlantic  National  in  New  Jersey.  However, 
the  First  National  Bank  of  Toms  River  (New  Jersey)  was  not  and 
was  closed.  I  had  discussed  the  closure  of  First  National  with 
one  of  the  Division  of  Liquidation  officers.  He  expressed  that 
he  did  not  believe  that  the  bank  should  have  been  closed.  This 
individual  was  also  in  charge  of  a  Liquidation  Team  at  the 
Suburban  National  Bank  (following  example).  Upon  his  return  to 
Suburban  he  stated  to  me  that  he  was  surprised  that  he  had 
received  orders  to  close  the  bank  (Suburban). 
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Suburban  National  Bank,  Belle  Mead,  New  Jersey. 

The  bank  totaled  approximately  $100  million  in  assets.  A  $30 
million  charge  to  the  FDIC  insurance  fund  could  be  expected. 

Suburban  had  slightly  different  qualities.  New  senior  management 
came  on:  a  president  was  to  obtain  new  capital;  and  a  senior 
lending  officer  was  to  work  out  the  problem  loan  credits.  The 
directorate  remained  essentially  the  same. 

Significant  progress  had  been  made  in  obtaining  new  capital  and 
identifying  the  collectable  credits  in  the  disastrous  loan 
portfolio . 

In  my  opinion  (as  I  stated  in  the  ROE)  losses  appeared  to  have 
been  correctly  identified  and  probably  over  identified,  that  with 
the  injection  of  new  capital  a  new  bank  would  be  started  with  all 
new  capital.  However,  with  certain  advantages,  excess  Reserves 
for  Loan  Losses,  potential  for  recovery  of  loans  charged  off  and 
sufficient  capital  to  be  a  profitable  institution.  One  of  the 
director  had  access  to  funds  in  which  he  intimated  that  he  would 
desire  a  controlling  interest  in  the  bank  and  could  significantly 
add  to  the  capital  position  of  the  bank. 

The  OCC  continued  to  put  road  blocks  in  front  of  every  attempt  to 
work  out  the  bank's  problems.  It  was  quite  evident,  in  my 
opinion,  that  the  Comptroller's  office  did  not  intend  to  allow 
the  Suburban  bank  to  continue  operating. 

At  the  original  meeting  with  senior  management  and  the 
directorate,  the  OCC  Field  Office  Manager  detailed  the  plan  by 
which  capital  could  be  acquired  and  infused  into  the  bank.  At  a 
follow  up  meeting  some  weeks  later,  most  of  the  capital  funds 
being  held  in  escrow  were  declared  invalid  and  contrary  to  the 
plan  that  was  originally  outlined  by  the  OCC.  Secondly,  a 
subsequent  loan  portfolio  review  was  performed  by  the  OCC 
examiners.  The  review  noted  higher  potential  losses  and  the 
investors  were  required  to  inject  a  substantially  greater  amount 
to  capital.  The  potential  investors  noted  this  inconsistency  and 
most  of  them  withdrew  their  escrow  funds.  My  own  review  of  the 
loan  portfolio  noted  continued  improvement  and  a  Loan  Reserve 
balance  that  I  considered  adequate  or  slightly  in  excess  of 
needs.  About  two  weeks  before  the  potential  closure  I  called  the 
Comptroller  of  the  Currency  Examiner,  liaison,  Marilyn  Dalfino, 
and  informed  her  that  I  wished  to  stop  the  closure.  She 
responded  that  she  had  attempted  this  action  some  one  or  two 
weeks  previously  and  was  told  in  essence  that  she  was  out  of  line 
and  reminded  that  her  job  was  to  effect  the  closure  of  the 
institution.  In  a  subsequent  conversation,  I  was  informed  that  a 
reason  for  the  closure  was  that  a  senior  person  in  the  Washington 
DC  office  had  only  one  failure  under  his  or  her  belt  and  wanted 
more  to  assure  or  insure  a  promotion.   This  last  statement 
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must  be  taken  as  hearsay  and  could  probably  be  sour  grapes  but  it 
was  an  interesting  commentary.  The  OCC  Field  Office  Manager 
appeared  to  have  been  subsequently  demoted  from  his  position  to 
one  of  assisting  on  examinations.  In  retrospect  he  appeared  to 
have  taken  the  side  of  the  bankers  in  a  number  of  instances  and 
did  not  evoke  the  appearance  of  a  strong  and  demanding  regulator. 
This  comment  is  based  upon  personal  observation  and  also  must  be 
taken  as  an  interesting  side  commentary. 

Since  the  bank  was  closed  before  the  Report  of  Examination  was 
received  in  the  New  York  Region  Office  it  was  neither  reviewed  or 
published.  I  do  have  the  draft  ROE  as  well  as  all  memos  relating 
to  the  official  conversations  with  management  and  the  regulators. 


The  Highlands  Community  Bank 

The  third  bank  in  which  I  make  reference  is  the  Highlands 
Community  Bank,  formerly  Hunterdon  National  Bank. 

Highlands  was  around  $20  million  in  total  assets  with  a  potential 
loss  of  only  $6  million  to  the  FDIC  fund.  Not  a  lot  of  money  to 
really  be  concerned  with  but  the  trend  of  closure  was  similar. 
The  bank  has  been  saved  during  the  previous  year  by  an  injection 
of  "insufficient"  (my  quotes)  capital  and  the  promise  of  more 
capital.  I  was  struck  by  the  fact  that  the  OCC  had  allowed  the 
bank  to  operate  with  an  insufficient  amount  of  new  capital.  It 
would  have  been  quite  obvious  if  anyone  had  done  a  proper 
evaluation  that  the  $1.5  million  in  new  capital  infused  would 
have  been  depleted  in  a  very  short  period  of  time.  No -thought 
was  ever  given  to  doing  a  proper  evaluation  of  the  bank's 
finances  at  the  time. 

An  investor  was  found  who  was  willing  to  invest  $2.5  million  in 
the  institution.  The  money  had  even  been  placed  in  escrow  with 
the  investor  willing  to  put  up  $4  to  $5  million  additional  as 
needed.  The  OCC's  opinion  was  to  discount  the  willingness  of  the 
investor  and  to  place  the  usual  roadblocks  to  discourage  a 
takeover  by  the  new  party. 


121 


Statement  to  Senator  Cohen  page  7 

Highlands  (continued) 

During  the  final  days  of  life  of  the  bank,  a  reevaluation  of  the 
loan  portfolio  was  made  by  the  OCC  examiners  and  it  was 
determined  (probably  predetermined)  that  the  loan  portfolio  had 
deteriorated  and  that  additional  reserves  were  required.  With 
the  additional  reserve  for  loan  loss  requirement,  the  bank  became 
insolvent.  The  bank  had  seemingly  turned  the  corner  and  was 
again  making  month  to  month  profits.  It  appeared  that  a  nominal 
profit  would  be  made  for  the  fiscal  year. 

I  utilize  the  word  predetermined  because  it  appeared  evident  that 
this  requirement  for  greater  Loan  Loss  Reserves  could  be  utilized 
as  a  tool  to  declare  a  bank  insolvent.  The  Loan  Reserves  could 
take  five  to  ten  years  before  they  were  needed  to  be  drawn  upon. 
Historic  evidence  indicated  that  these  Reserves  might  not  ever  be 
needed  to  protect  the  credit  or  the  loan  portfolio. 

The  attitude  toward  the  shrinkage  of  the  bank  appears  consistent 
with  the  FDIC,  OCC  and  OTS  policy.  The  common  thread  in  these 
three  banks  is  that  policy  mandates  the  shrinkage  of  the 
institution.  As  loans  (the  good  part  of  the  portfolio)  are  paid 
down  (amortized)  the  funds  are  used  for  other  purposes  but  not 
for  the  purchase  or  creation  of  new  loans.  The  complete  lack  of 
understanding  of  the  profit  motive  is  missing.  To  allow  the 
runoff  of  earning  assets  leads  to  a  condition  in  which  only 
marginal  and  non  accrual  credits  are  retained.  The  outcome  in 
all  instances  is  obvious.  All  three  banks,  Security,  Suburban 
and  Highlands  were  subjected  to  this  logic.  It  appeared  that 
the  outcome  was  predetermined  that  all  three  banks  were  to  be 
closed.  Security  Bank  as  in  the  situation  of  Goldome  Bank 
(Buffalo  New  York)  were  somewhat  more  difficult  to  divest  and 
close  overnight,  therefore  their  life  span  was  extended  because 
of  a  more  complicated  asset  structure.  However,  the  path  of 
least  resistance  was  to  close  rather  than  keep  the  banks 
operating. 

Chairman  L.  William  Seidman's  article  in  the  Wall  St.  Journal 
criticized  the  government's  answer  to  the  problem  thrifts.  Allow 
them  to  "grow"  out  of  their  insolvency.  This  is  not  my 
suggestion  that  the  institutions  be  allowed  to  grow  out  of  their 
insolvency,  but  allow  them  to  maintain  their  position  in  their 
market  area  under  much  belated  supervision.  It  is  time  that  the 
regulators  took  on  the  responsibility  which  they  have  so  long 
neglected. 
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Statement  to  Senator  Cohen  page  8 

SUMMARY  AND  CONCLUDING  REMARKS 

In  all  three  banks  the  cost  of  closure  was  extreme  in  comparison 
to  the  time,  expertise  and  effort  needed  to  salvage  the 
institutions.  In  one  bank  a  small  investment  from  the  FDIC  fund 
could  have  saved  a  few  hundreds  of  millions  of  dollars.  The 
bankers  were  not  malicious  nor  can  they  be  portrayed  as  evil. 
Judgement  may  have  been  lacking  in  the  type  of  investments/loans 
acquired.  In  two  of  the  cases,  new  capital  was  available,  and  in 
all  three,  the  banks  were  following  the  terms  of  enforcement 
action  dictated  to  problem  banks.  Positive  action  was  being 
performed  by  the  banks  in  this  regard.  The  regulators  just  gave 
up  on  trying  to  resolve  the  problem.  The  problem  of  so  many 
institutions  near  failure  became  an  unsolvable  problem  to  the 
regulators.  The  obvious  solution  being  to  close  a  number  of 
banks  if  they  fell  within  a  particular  guideline.  The  regulatory 
agencies  appeared  to  have  been  totally  unprepared  (a  phrase  I 
have  heard  mentioned  "they  were  in  over  their  heads")  for  this 
crisis  and  the  path  of  least  resistance  was  to  get  rid  of  the 
problem  by  arbitrarily  closing  a  number  of  institutions. 
Individual  examiners  who  may  have  taken  an  opposite  view  were 
often  censured  as  a  result  of  their  concerns. 


RESOLUTION 

I  believe  that  there  is  something  missing  in  our  training.  Our 
job  is  to  help  the  system  when  it  falters,  not  to  trash  it.  Part 
of  our  training  program  ought  to  include  case  studies  of  failed 
banks,  similar  potential  bank  failures  and  why  they  weren't 
closed.  Indoctrination  should  include  an  attitude  toward  the 
saving  of  a  bank  and  not  just  take  the  attitude  that  the  banker 
is  the  enemy.  This  is  a  rather  simplistic  approach,  but  in  lieu 
of  something  different  or  dramatic,  this  would  represent  a  start. 
After  all,  20  years  ago  and  prior  an  Earnings  comment  in  the 
report  of  examination  was  considered  inappropriate. 
To  go  along  with  this  approach  would  be  indoctrination  in 
traditional  lending.  This  would  relate  to  the  money  creation 
aspect,  reliance  on  the  character  of  the  borrower  and  analyzing 
credits  which  provide  for  need,  rather  than  the  speculative 
aspect.  This  is  an  important  part  of  the  process  but  I  am 
getting  away  from  the  immediate  problem  and  crisis. 

However,  the  direction  being  taken  currently  is  the  enactment  of 
regulations,  laws  and  rules  which  speed  the  process  of  closure. 
This  process  is  resulting  in  the  shrinking  (and  consolidation) 
the  banking  system  as  a  whole.  The  effect  seems  to  be  at  the 
expense  of  the  smaller  community  banks.  The  banks  that  really  do 
serve  their  communities  and  the  smaller  borrower.  This  is  an 
area  that  is  generally  ignored  by  the  large  money  center  banks. 

The  FDIC  recently  requested  volunteers  for  a  to  be  formed  Failed 
Bank  Task  Force.  I  had  volunteered  for  this  unit  but  was 
informed  that  I  sent  my  request  in  too  late.  At  this  writing  it 
appears  that  the  unit  has  not  been  formed.  I  do  have  my  doubts 
as  to  the  validity  of  any  conclusions  coming  from  this  unit.  I 
believe  that  a  totally  independent  staff  reporting  directly  to  a 
Senate  or  House  Committee  would  assure  a  more  unbiased  result. 


Francis  Przygoda 

Field  Examiner,  New  York  Region 

Federal  Deposit  Insurance  Corporation 
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FDIC  Response  to  Scripps  Howard  News  Service  Article 
of  October  24-27,  1993  entitled  "FDIC:   Protector 
Turned  Predator." 


Octc±>er  28,  1993 
To  the  Editor: 


The  series  of  articles  about  the  Federal  Deposit  Insurance  Corporation  that 
has  been  printed  in  this  and  other  newspapers  in  recent  days  paints  a 
distorted  and  inaccurate  picture  of  the  FDIC.  The  stories  by  Andrew  Schneider 
and  Peter  Brown  of  the  Scripps  Howard  News  Service  portray  the  FDIC  as 
arrogant,  wasteful  and  incompetent.  Ore  story  describes  the  FDIC  as  a  ."prince 
of  darkness  for  thousands  of  Americans"  that  has  "seized  the  hemes,  farms, 
ranches  and  small  businesses  of  citizens  who  never  mlsspri  a  payment  on  their 
loans."  This  story,  as  well  as  the  rest  of  the  series,  is  little  more  than  a 
collection  of  factual  errors,  distortions  and  one-sided  reporting  that  simply 
must  be  challenged. 

The  article  states  that  the  FDIC  is  ruining  the  lives  of  thousands  of  people 
who  are  making  their  loan  payments.  Your  readers  should  know  that  the  FDIC 
will  not  foreclose  on  a  mortgage  or  file  a  lawsuit  against  any  borrower  who  is 
abiding  by  the  terms  of  the  loan.  Because  the  FDIC  is  not  a  lender,  we  expect 
that  mortgage  loans  we  acquire  fran  failed  banks  will  be  paid  by  the  borrowers 
when  the  balance  Y**™**  due.  The  accusation  that  the  FDIC  is  foreclosing  on 
people  with  standard  15-  or  30-year  mortgages  who  are  making  their  loan 
payments  is  false. 

The  FDIC  also  is  required  by  lav  to  protect  the  depositors  of  failed  banks. 
One  way  we  do  this  is  by  expecting  borrowers  to  repay  their  financial 
obligations  to  the  extent  they  are  capable  of  doing  so.  Without  these  loan 
collections,  the  FDIC  would  not  have  the  cash  needed  to  protect  bank 
depositors  and  would  be  farced  to  seek  taxpayer  assistance,  something  we  are 
sure  your  readers  would  not  want  to  see  happen  after  what  they  already  have 
spent  to  protect  S4L  depositors. 

In  those  rare  ™««g  where  the  FDIC  does  foreclose  on  a  loan,  it  is  usually 
because  the  borrower  is  severely  delinquent  in  the  payments  and  the  FDIC's 
efforts  to  reach  a  settlement  with  the  borrower  are  unsuccessful.  One 
indication  of  how  uncannon  it  is  for  the  FDIC  to  foreclose  on  a  loan  is  that 
in  New  England,  we  have  held  mere  than  130,000  loans  during  the  last  five 
years  but  foreclosed  on  just  over  one  percent  of  them.  In  fact,  these  numbers 
inflate  the  role  of  the  FDIC  because  they  include  foreclosures  initiated  by 
the  banks  before  they  failed,  plus  cases  where  the  borrower  voluntarily  turns 
over  the  collateral. 

The  bottom  line  is  this:  No  one  who  is  making  payments  under  the  terms  of 
their  loan  agreements  need  fear  losing  their  home  or  their  source  of  income. 
Besides  that,  the  FDIC  will  not  tolerate  the  use  of  intimidation  or 
harassment,  and  will  investigate  any  allegations  and  take  appropriate  action. 
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As  much  as  we  would  like  to  have  responded  to  individuals  quoted  in  the 
stories  with  examples  of  alleged  abuses,  we  were  not  given  a  chance  to  do  so 
by  the  Scripps  Howard  reporters.  In  numerous  meetings  and  telephone 
conversations  with  than  prior  to  the  stories  appearing,  the  FDIC  was  provided 
only  vague  and  anonymous  comments  from  borrowers  that  could  not  be  adequately 
researched  and  verified  by  our  staff.  But  more  importantly,  the  reporters 
also  were  informed  that  privacy  laws  prohibit  the  FDIC  from  commenting  on 
specific  loans  unless  the  borrowers  agree  to  this  in  writing.  We  repeatedly 
asked  the  reporters  to  have  the  proper  waiver  form  signed  by  anyone  claiming 
wrongdoing  or  mistreatment,  so  that  we  could  ocnment  on  the  actual  cases. 
Simple  fairness  —  to  the  FDIC  and  to  your  readers  —  would  dictate  that  both 
sides  of  the  story  be  presented.  For  whatever  reason,  no  such  waivers  were 
returned  to  us  so  that  we  could  have  responded  to  the  charges.  That  didn't 
stop  the  reporters  from  publishing  their  accusations  of  abuse  against  the 
FDIC,  without  verification  or  equal  treatment  of  the  FDIC  point  of  view. 

On  other  matters,  the  Scripps  Howard  stories  claimed  the  FDIC  is  wasteful, 
either  by  spending  more  than  we  should  or  recovering  less  than  we  might  have. 
No  doubt,  that  has  happened  on  occasion,  even  with  the  free-market  competition 
and  other  protections  we  have  in  place.  But  these  isolated  cases  are  not 
indicative  of  the  FDIC  as  a  whole.  The  record  shows  that  we  recover  about  95 
percent  of  the  appraised  value  on  our  loan  sales  and  about  90  percent  of  the 
ajyr^iciari  value  on  our  real  estate  sales.  And  remember,  many  of  these  loans 
and  properties  r*w*  our  way  because  no  healthy  bank  would  buy  them  from  the 
failed  bank.  These  facts  where  supplied  to  the  Scripps  Howard  reporters  and 
none  were  included  in  their  published  reports. 

We  know  the  FDIC  isn't  perfect.  What  organization,  large  or  small,  government 
or  private,  hasn't  made  mistakes  and  won't  make  mistakes  in  the  future?  But 
the  fact  is,  the  FDIC  accomplishes  far  more  than  most  people  will  ever 
realize.  And  considering  the  size  of  the  task  and  our  strict  limitations 
under  the  law,  we  believe  we  do  our  job  efficiently,  and  with  tremendous 
benefits  to  the  U.S.  economy  and  financial  system. 

Since  1987,  the  FDIC  has  handled  more  than  1,000  bank  failures  with  well  over 
$200  billion  in  assets.  In  New  England  alone,  we  took  care  of  more  than  90 
bank  failures  having  nearly  $50  billion  in  assets.  Yet  despite  these  shocks 
to  the  financial  system,  disruptions  to  the  surrounding  communities  were 
minimized,  no  losses  were  suffered  by  insured  depositors,  public  confidence  in 
our  banking  system  was  maintained,  and  no  taxpayer  money  was  required  to 
resolve  the  situation.  This  is  the  rjsal  FDIC,  and  it's  the  same  one  that 
generations  of  Americans  have  relied  on  for  protection. 

Is  the  FDIC  satisfied  with  what  we're  doing  to  serve  the  public  and  eliminate 
waste  and  inefficiency  in  our  operations?  No,  and  I  doubt  we  ever  will  be. 
Earlier  this  year  we  designated  "ombudsmen"  at  our  offices  nationwide  to 
ensure  that  questions  and  complaints  from  the  public  are  handled  fairly  and 
fast.  Among  the  more  recent  improvements  (also  developed  by  the  FDIC  long 
before  the  Scripps  Howard  stories  appeared)  is  a  new  independent  Office  of 
Internal  Review  to  investigate  waste,  fraud  or  abuse.  Me  also  are 
streamlining  our  regional  operations  around  the  country  to  emphasize  service 
to  the  public  and  to  give  staff  on  the  front-lines  new  authority  to  resolve 
problems  without  having  to  get  approval  from  Washington. 
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All  of  this  is  on  top  of  a  long  list  of  organizations  scrutinizing  the  FDIC  on 
a  daily  basis,  including  Oongress,  the  congressional  General  Accounting 
Office,  state  and  federal  courts,  consumer  groups  and  the  FDIC's  own 
independent  Inspector  General.  The  FDIC  also  is  subject  to  daily  examination 
by  the  media,  and  we  welcome  it,  but  as  your  readers  should  know  by  now,  you 
can't  always  believe  what  you  see  in  print. 

Sincerely, 


John  F.  Bovenzi 

Director 

Division  of  Depositor  and  Asset  Services 

FDIC 

Washington,  DC 


74-019  0-94-5 
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Oct.  24,  1993 


Dear  Reader 

Since  its  inception  in  the  1930s,  the  Federal  Deposit  Insurance  Corp.  has  had  a  reputation  for  honesty 
and  dedication.  But  Andrew  Schneider,  a  two-time  Pulitzer  Prize  winning  investigative  reporter  for 
Scripps  Howard  News  Service,  began  hearing  stories  that  led  him  to  wonder  if  there  was  another  side  of 
FDIC,  one  that  didn't  fit  its  "white  hat"  image. 

Schneider  and  SHNS  colleague  Peter  Brown  found  that  there  was  indeed  another  side  to  the  agency . 
While  the  FDIC  is  good  at  its  primary  job  of  insuring  bank  deposits,  in  its  other  role  -  liquidation  of 
unwanted  bank  assets  -  the  FDIC  has  proved  arrogant,  wasteful  and  incompetent.  It  has  ruined  the  lives 
of  thousands  of  honest  homeowners,  farmers,  ranchers  and  small-business  owners  who  played  by  the 
rules  and  paid  their  debts  but  who  had  the  bad  luck  to  fall  into  the  FDIC's  hands.  At  the  same  time  as  it 
was  harassing  people  too  small  to  fight  back,  FDIC  was  proving  a  gold  mine  for  shrewd  investors  who 
were  able  to  buy  millions  of  dollars  in  assets  for  pennies  on  the  dollar. 

Unused  to  outside  scrutiny,  the  agency  stonewalled.  FOIs  -  350  of  them  -  were  ignored.  The  agency 
permitted  only  1 2  hours  of  rightly  structured  with  its  top  officials.  Specific  inquiries  were  dismissed  with, 
"We'll  get  back  to  you." 

Schneider  and  Brown  pursued  their  story  the  old-fashioned  way,  through  persistence  and  digging: 
by  plowing  through  65,000  documents  and  conducting  680  interviews  in  22  states. 

We  believe  FDIC:  Protector  Turned  Predator  offers  the  first  detailed  examination  of  an  agency  that 
was  left  too  long  un  watched.  Thanks  to  Schneider  and  Brown  that  is  no  longer  the  case.  Congress  and  other 
news  organizations  have  followed  where  they  have  led,  and  people  powerless  in  the  face  of  huge 
bureaucracy  has  been  given  a  voice. 


Dan  Thomasson 
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To  Thousands  of  American 
Borrowers.  FDIC  means:  Fear. 
Deception.  Intimidation.  Chaos. 


By  Andrew  Schneider 
and  Peter  A.  Brown 

Scripps  Howard  News  Service 

The  Federal  Deposit  Insurance 
Corp.,  the  government's  white  knight  of 
finance,  has  become  a  prince  of  darkness  for 
thousands  of  Americans  who  played  by  their 
bankers'  rules. 

It  has  seized  the  homes,  farms, 
ranches  and  small  businesses  of  citizens 
who  never  missed  a  payment  on  their  loans. 

It  has 
siphoned  the 
t  life's  savingsof 
thousands 
more  by  forc- 
ing them  to 
fight  costly 
legal  battles 
against  their 
own  govern- 
ment. 

It  has 
demolished  the 
lives  of  people 
who  learned, 
loo  late,  that 
paying  their 
mortgage  or  loan  on  time  is  no  guarantee  the 
government  can '  t  force  them  of f  their  prop- 
erty. 

FDIC  entered  their  lives  after  clos- 
ing their  bank  and  walking  away  with  their 
loans,  unwanted  by  the  new  owners  of  the 
bank.  These  people  are  not  deadbeals,  but 
the  FDIC's  goal  is  to  turn  their  loans  into 
cash  lo  pay  off  the  cost  of  propping  up  the 
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bank's  deposits. 

The  FDIC's  transformation  to  rogue 
regulator  has  mostly  gone  undetected  except 
by  those  whose  lives  it  has  scuttled. 

Robert  Preston,  former  New  Hamp- 
shire Senate  Democratic  leader  whose 
Seacoast  neighbors  are  under  FDIC  assault, 
remembers  his  mother  pointing  lo  the  FDIC 
seal  on  the  bank  door.  "She  said  that  was 
good,  because  her  money  was  protected,"  he 
said. 

"Franklin  Roosevelt  started  that 
agency  and  if  he  were  alive  today  and  saw 
what  his  FDIC  was  doing  he  would  be 
shocked." 

Preston  was  among  hundreds  fight- 
ing to  save  their  property  as  well  as  scores  of 
federal  employees,  bankers,  investors,  law- 
yers and  judges  Scripps  Howard  News  Serv- 
ice interviewed  in  a  10-month  FDIC  inves- 
tigation. 

Among  the  Scripps  Howard  find- 
ings was  that  the  FDIC: 

•  Has  demanded  full  payment  or 
liquidation  of  thousands  of  loans  belonging 
to  people  who  never  missed  a  payment. 

•  Lost  hundreds  of  millions  of  dol- 
lars by  selling  its  loans  and  property  for 
dimes  on  the  dollar  to  investors  who  prompdy 
resold  them  at  three  or  four  times  that. 

•  Has  erected  a  maze  of  legal  and 
bureaucratic  roadblocks  which  often  force 
innocent  owners  tosurrender  their  property. 

#Has  been  chronically  unrelenting, 
uncompromising  and  unmerciful  in  dealing 
with  borrowers  whose  loans  have  been  called. 
"Government  agents  are  supposed 
lodeal  with  thepublic'sinierestand,  accord- 
ing to  FDIC's  own  guidelines,  must  deal 


with  these  issues  in  fair-minded,  sensible 
and  responsible  way,"  said  Sen.  William 
Cohen,  R-Maine.  "But  what  you  find  is  that 
they  're  acting  like  enforcers,  knuckle-break- 


Sctippt  Hwart  Phow 
I'roperty  taken  over  by  the  FDIC  often  sits  unoccu- 
pied for  years.  When  FDIC  look  this  Old  Orchard 
Beach,  Maine  condo  complex  three  years  ago,  it  was 
worth  millions  Now  the  steel  frame  is  rusicd  and 
there's  no  jenous  buyer  m  sight  even  at  a  fraction  of 
the  original  price 
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FDIC:  PROTECTOR  TURNED  PREDATOR 


ers,  a  combination  of  Robocop  and  fiscal 
Gestapo." 

Roosevelt  created  the  FDIC  during 
the  Great  Depression  to  stop  the  panic  result- 
ing from  bank  failures,  it  has  become  a 
godsend  to  millions  of  Americans  whose 
deposits  -  up  to  $100,000  -  were  insured 
when  their  banks  failed. 

But  when  the  FDIC  is  wearing  its 
other  hat,  that  of  liquidator,  praise  turns  to 
disdain. 

In  Kittery,  Maine.  Mary  and  Elwood 
Robbins  lost  their  housing  development  to 
the  FDIC. 

"We  had  our  $2  million  loan  paid 
down  to  only  $180,000  and  we  still  had  10 
lots  to  sell,"  said  Mary  Robbins.  The  FDIC 
refused  to  free  the  lots  for  sale,  which  could 
have  paid  off  the  loan,  she  said.  "We  could 
have  worked  this  out  but  that  was  the  last 
thing  that  FDIC  wanted." 

"The  harassment  was  unbelievable. 
They  threatened  us  with  everything  short  of 
death,  but  refused  to  even  consider  working 
anything  out. 

"I  lost  my  property  and  the  govern- 
ment destroyed  my  life.  We're  living  in  the 
basement  of  our  in-laws'  house,"  said  the 
43-year-old  mother  of  two. 

Ronald  Wilson  is  one  of  dozens  of 
people  in  rural  Rushville,  Ind.,  fighting  to 
keep  their  properties  and  their  futures  out  of 
FDIC's  grasp  after  the  town's  oldest  bank 
failed. 

"The  FDIC  came  to  town  and  blindly 
rushed  ahead  like  it  was  trying  to  capture 
Pork  Chop  Hill.  The  first  thing  the  FDIC  did 
was  to  turn  off  its  common  sense,"  said 
Wilson,  a  lawyer  handling  several  cases 
against  FDIC. 

"The  bank  closing  hurt  this  commu- 
nitybut  FDIC's  uncaring  arrogance  has  been 
devastating.  I  owe  the  money.  I  want  to  pay 
it  off.  FDIC  won't  tell  me  what  I  owe.  This 
is  happening  to  lots  of  people  here." 

FDIC  officials  insist  that's  the  wrong 
portrait  of  the  agency. 

"Don't  portray  us  as  if  we  are  some 
blind  bureaucracy  that  doesn't  care.  You've 
got  to  look  at  the  sheer  volume,"  of  cases 
FDIC  handles,  said  Mitchell  Glassman,  the 
agency's  deputy  head  of  liquidation. 

Between  1986  and  the  end  of  Sep- 
tember, the  FDIC  swarmed  in  like  the  cav- 
alry, as  Roosevelt  had  wanted,  to  rescue  the 
millions  of  depositors  of  1,231  failed  banks. 
Once  FDIC  assured  the  depositors 


their  money  was  safe,  the  aftermath  of  the 
bank  takeovers  quickly  dropped  from  public 
view. 

Overlooked  were  the  banks'  other 
customers  -  the  borrowers. 

When  a  bank  fails,  a  healthy  com- 
petitor often  buys  it  and  cherry-picks  the 
safest  and  most  profitable  loans.  The  FDIC 
gets  the  leftovers.  That  has  put  millions  of 
loans  for  homes,  businesses,  cars  and  planes 
into  FDIC's  hands. 

The  FDIC  is  not  a  lender.  It  doesn't 
want  those  loans.  It  wants  cash  to  replenish 
the  insurance  fund  that  was  tapped  to  reim- 
burse the  depositors. 

"Keeping  that  fund  healthy  is  our 
prime  responsibility,"  said  Glassman. 

The  Bank  Insurance  Fund  is  not 
taxpayers'  money.  The  fund's  major  reve- 
nue source  is  an  assessment  on  every  bank 
deposit. 

Some  of  the  notes  acquired  by  FDIC 
were  excellent  loans  overlooked  by  the 
purchasing  banks.  Others  were  truly  in  de- 
fault. 

Tens  of  thousands  were  "classified." 
a  bank  examiners'  term  that  means  the  loan 
might  some  day  cause  a  problem.  Included 
were  thousands  of  loans  for  seasonal  busi- 
nesses and  farms  and  ranches  where  the 
owners,  perhaps  for  generations,  had  relied 
on  credit  lines  that  were  repaid  when  the 
crops  came  in,  the  tourists  arrived  or  the 
cattle  were  sold. 

Other  classified  loans  were  for  busi- 
nesses, buildings  and  homes  whose  property 
value  had  eroded,  rarely  because  of  anything 
the  borrower  had  done,  but  often  because  of 
regional  recessions  like  the  oil  crunch  in  the 
Southwest  and  real  estate  crashes  in  the 
Northeast  and  California. 

The  FDIC  came  up  with  a  new  term 
to  describe  many  of  those  loans:  "perform- 
ing, non-performing." 

This  self-contradictory  and  feared 
label  means  that  even  though  a  borrower  is 
making  the  monthly  payments  and  thus 
performing,  a  new  appraisal  shows  the  value 
of  the  property  or  collateral  is  worth  less 
than  the  original  loan's  value.  Thus  it  is 
classified  non-performing. 

The  deal  made  with  the  original 
banker  no  longer  applies.  The  FDIC  now 
calls  the  shots. 

"The  old  concept  of  a  person  believ- 
ing that,  as  long  as  they  pay  their  mortgage, 
they're  safe,  is  now  dead,"  said  Paul  Perre- 


gau.  president  of  Hampton  Cooperauve 
community  bank  in  Hampton  Beach.  N.H. 
The  people  in  his  town  are  learning 
that  the  hard  way.  FDIC  took  over  the  loans 
of  more  than  half  of  the  resort  town's  318 
inns,  motels,  restaurants  and  other  small 
businesses  after  16  banks  failed  in  the  stale. 
"FDIC  has  aimed  life  into  a  night- 
mare," saidGloria  Dion,  who  has  been  fight- 
ing FDIC  to  keep  her  family's  small  con- 
struction company. 

"Our  payments  were  current  and  our 
credit  was  good  and  suddenly  FDIC  comes 
to  town,  says  our  loan  is  no  good  because 
property  values  have  fallen. 

"We  need  the  FBIC  -  the  Federal 
Borrowers  Insurance  Corporation.  The  de- 
positors are  protected,  how  about  some  plan 


SaCos  Hwart  Pholo 
II  look  iwo  years  bul  Patton  Wilson.  94.  finally  won  an 
1 8  -monih  battle  wiih  ihe  FDIC  for  return  of  his  life 
savings.  Trouble  started  when  (he  FDIC  said  ihe  signa- 
ture of  Ihe  renred  New  York  consliucuon  didn't  malch 
Ihe  bank  signature  card  he  signed  40  years  earlier 
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lo  protect  the  borrowers?" 

The  FDIC  intervention  "was  so 
powerful  and  so  pervasive  that  it  further  shut 
down  ail  of  the  opportunities  to  bounce  back 
from  the  economic  recession,"  said  New 
Hampshire  Gov.  Sieve  MemlJ. 

FDIC's  Glassman  said  the  agency 
has  only  foreclosed  on  two  properties  in 
Hampton  but  admitted  that  FDIC  doesn't 
count  foreclosures  by  its  servicing  compa- 
nies or  investors  to  whom  it  sells  loans. 

FDIC  would  like  the  borrowers  to 
refinance  their  loans  with  other  banks.  But 
tougher  laws  passed  in  1991  created  fear 
among  lenders  that  anything  but  the  most 
well-documented,  well-sec  tired  loans  would 
bring  the  regulators  into  their  banks,  shut- 
ting them  down. 

Thus,  across  the  country  thousands 
of  business  people  and  homeowners  have 
received  one-page,  computer-generated  let- 
ters on  white  FDIC  stationery  informing 
them  that  their  bank  has  been  closed  and 
"FDIC  is  now  the  holder  of  your  note." 

Scripps  Howard  interviewed  hun- 
dreds of  them  who  told  of  unanswered  letters 
and  phone  calls;  of  being  asked  repeatedly 
for  tax  returns  and  financial  statements;  of 
painstakingly  working  out  a  deal  with  a  loan 
officer,  not  hearing  anything  for  months 
only  to  find  that  person  had  gone  and  they 
had  to  start  from  scratch  with  a  new  loan 
officer 

Just  two  who  were  stymied  by  the 
bureaucracy: 

In  Sandusky,  lnd„  Willamette  Smith 
lost  a  coveted  apartment  in  a  senior  citizens 
home  because  FDIC,  which  took  over  her 
mortgage  when  her  bank  closed,  refused  to 
tell  her  how  much  she  owed  on  her  house. 
"I  had  someone  ready  to  buy  my 
place  and  I  was  going  to  move.  All  I  needed 
was  to  know  how  much  I  owed,"  the  recently 
retired  auto  plant  welder  said. 

"I  called  the  FDIC.  I  wrote  them.  I 
was  polite.  I  even  sent  them  a  29-cent  stamp, 
but  they  never  answered  me.  so  I  lost  out," 
Ms.  Smith  said.  "Looks  like  the  FDIC  would 
have  to  courtesy  to  tell  a  person  what  they 
owe." 

Sometimes  even  depositors  are 
caught  in  the  FDIC  web.  In  New  York's 
Harlem,  Patton  Wilson,  94,  sat  in  his  tiny 
apartment  and  tried  to  figure  out  why  the 
FDIC  -  which  took  over  his  bank  -  was 
keeping  his  life  savings. 

The  reured  construction  worker  said 
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A  sign  u  all  lhals  lefl  of  Use  Kinery.  Mawe  housing  de 
FDIC  afler  the  bank  carrying  [har  loan  was  closed 
relaave  s  home. 

FDIC  told  him  in  March  1992  that  his  signa- 
ture on  the  government  release  form  didn't 
match  the  one  he  signed  on  a  bank  signature 
card  -  a  half -century  earlier. 

"It's  my  signature.  1  signed  it,"  he 
said  "It  isn't  much  money  to  die  govern- 
ment, maybe  $9,000  or  so,  but  it's  all  I  have. 
If  Ididn't  have  my  Social  Security,  I'd  have 
nothing.  Why  won't  the  government  give 
me  my  money  back?" 

In  September,  after  waiting  18  months 
and  after  signing  an  agreement  not  to  sue  the 
FDIC,  the  old  construction  worker  got  his 
savings  back. 

"None  of  this  makes  sense  but  I 
thank  the  good  Lord  that  this  is  finally  over. 
I've  got  my  money  and  I'm  moving  to  Flor- 
ida," he  said. 

The  FDIC's  Glassman  responded: 
"I'm  not  going  to  tell  you  that  as  an  agency 
we  are  totally  perfect ...  but  we've  got  Mars 
probes  that  don't  work  either." 

The  FDIC  is  also  imperfect  when  it 
comes  to  its  self-professed  goal  of  quickly 
disposing  of  loans  and  property  in  its  inven- 
tory. Scripps  Howard's  investigation  found 
a  system  that  drags  out  the  process,  prolongs 
the  agony  and  in  many  cases  severely  deval- 
ues property. 

Listen  10  investors  who  buv  from  the 
FDIC: 


Scnppi  Howard  Photo 
'dopmenl  that  Mary  Robbins  and  her  husband  lost  lo  the 
She  and  her  family  are  now  hving  in  ihe  basemen!  of  a 

In  Chicago,  Keith  Pound  said,  "None 
of  us  want  to  kill  the  golden  goose  but  it's 
obvious  that  if  the  FDIC  used  the  sales  and 
collecting  skills  of  the  greenest  investor,  the 
FDIC  could  easily  double  or  triple  what 
they're  getting  for  these  loans. 

"FDIC  has  got  lo  be  losing  hundreds 
of  millions  of  dollars,"  said  Pound,  who  has 
been  buying  FDIC  assets  for  five  years. 

Three  years  ago.  New  England  in- 
vestor King  Weinstein  offered  FDIC  $60,000 
each  for  three  lots  near  Boston. 

"They  wouldn't  take  it.  Said  it  wasn't 
enough.  But  last  year  I  bought  the  same  lots 
atan  (FDIC)  auction  for  $20,000  and  imme- 
diately sold  them  for  triple.  That  happens  all 
the  lime." 

At  one  point  during  a  long  fight  with 
FDIC  to  get  his  money  back  for  property  the 
agency  eventually  agreed  it  had  misrepre- 
sented, Minnesota  investor  Doug  Hess  of- 
fered to  settle. 

"I  asked  for  $60,000  and  a  written 
apology  for  the  way  they  treated  us  and  they 
refused.  They  told  me  that  they  don '  t  have  to 
apologize  to  anyone  for  anything.  In  the  end, 
we  got  $4.2  million,"  chuckled  Hess. 

FDIC  acung  Chairman  Andrew  Hove 
maintains  that  "we  get  the  best  price  for  an 
asset  at  the  time  it's  sold." 

It  is  difficult  to  prove  Hove  right  or 
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MTong  because  FDIC  controls  what  figures 
are  made  public. 

Here's  one  example:  In  May  1993, 
FDIC  sold  the  Woodcreek  Resort  in  Wim- 
berly,  Texas  -  a  2 ,200-acre  complex  of  homes, 
golf  courses,  pools  and  its  own  airstrip  -  for 
SI. 69  million. 

The  sale,  the  FDIC  told  Scripps 
Howard,  "represented  1 10  percent  of  the 
asset's  average  appraised  value...  ."  That 
sounded  impressive  until  Scripps  Howard 
obtained  FDIC  documents  showing  the 
appraised  value  of  Woodcreek  had  been  $10 
million  when  it  was  taken  over  in  1986  by 
the  government  and  offers  for  $5  million  had 
been  previously  rejected. 

The  loss  at  Woodcreek  is  not  unique. 
FDIC  sales  figures  for  the  first  six 
months  of  1993  showed  57,002  loans  were 
sold  for  $  1 .4  billion,  only  63  percent  of  their 
value  when  they  first  came  into  FDIC's 
control. 

Much  of  FDIC's  problems  stem  from 
the  huge  growth  spun  it  went  through  in  the 
middle  and  late  1980s.  In  1982  the  agency 
had  3 ,504  employees  handling  42  bank  fail- 
ures with  $1.9  billion  in  assets.  By  1988  the 
FDIC  had  8.060  employees  handling  200 
failures  with  $9.3  billion  in  assets.  Through 
this  September  30  there  had  been  37  bank 
closings  in  1993and  15,400  employees  were 
handling  a  total  of  $33  billion  in  assets. 

The  FDIC,  which  sues  and  gets  sued 
often,  generates  a  lot  of  legal  work.  As  of 
June,  there  were  33,758  suits  on  the  agency's 
legal  log.  To  handle  (his  courtroom  activity 
FDIC  augmented  its  own  legal  staff  of  930 
with  1 ,482  outside  lawyers. 

Reports,  computer  messages  and 
other  internal  documents  shared  with  Scripps 
Howard  showed  that  contract  lawyers,  who 
gel  paid  by  the  hour,  have  a  clear  financial 
advantage  to  drag  out  a  case,  and  sometimes 
manufacture  phony  legal  problems  and  de- 
lay depositions  and  court  appearances  as 
long  as  possible. 

One  FDIC  Massachusetts  office  listed 
dozens  of  suits  where  the  legal  charges  were 
close  to  or  greater  than  the  value  of  the  loan 
being  litigated.  One  Boston-area  case  cost 
more  than  $425,000  in  legal  fees  over  prop- 
erty worth  less  than  $125,000.  In  Chicago, 
FDIC  paid  lawyers  $155,000  in  a  suit  over  a 
$63,000  piece  of  property. 

FDIC's  top  lawyer  Alfred  J.T.  Byme 
said  he  hoped  these  examples  are  abnormali- 
ties, but  added  "they  are  undoubtedly  true. 


It's  one  of  the  issues  that  we  have  been 
tracking." 

He  also  blamed  some  of  the  appar- 
ently unnecessary  legal  charges  on  newly 
hired  law  firms  owned  by  minorities  and 
women  which  he  said  tend  to  have  less 
experience.  "We  are  prepared  to  pay  round 
one,  perhaps  round  two.  to  advance  that 
learning  curve  to  have  more  minorities  and 
women-owned  law  firms  working  for  us," 
Byme  said. 

However,  back  at  the  five  offices 
where  the  overcharging  had  been  studied, 
documents  showed  that  almost  all  -  87  per- 
cent -  of  the  questionable  billing  or  wrongly 
prolonged  litigation  was  done  by  white  males 
from  old-line,  large  law  firms. 

Indeed  some  federal  judges  have 
found  fault  with  the  FDIC's  veracity  and 
courtroom  attitude. 

In  Washington  this  spring.  District 
Court  Judge  Royce  Lamberth  dismissed  an 
FDIC  suit  and  criticized  the  agency  for  - 
"selective  recital  of  the  facts" 

In  Maine,  chief  federal  Judge  Gene 
Carter  characterized  the  FDIC's  litigating 
style  as  "confused,  obstructionist,  inept  and 
uncooperative ... ." 

FDIC  General  Counsel  Byme  said 
Congress  allows  the  agency  special  legal 
flexibility  in  its  operations  and  "to  be  fair  to 


the  federal  judiciary  of  this  country  they 
might  not  like  thai  and  sometimes  they  don  t 
understand  it" 

One  example:  Verbal  agreements  are 
traditionally  binding  in  law.  But  a  50-year- 
oldcourt  decision  called  the  D'Oench  Duhme 
Doctrine,  among  its  many  provisions,  al- 
lows the  FDIC.  when  it  takes  over  a  bank,  to 
ignore  verbal  agreements  between  borrow- 
ers and  bankers. 

It  is  those  unwritten  understandings 
between  community  bankers  and  small 
business  people  that  have  been  the  backbone 
of  banking  in  small  town  America. 

Deputy  chief  liquidator  Glassman 
said  the  FDIC  is  only  following  Congress' 
mandate:  Collect  as  much  cash  as  possible. 

"I  wish  someone  who  wrote  the  law 
had  said.  'We  want  you  guys  to  give  every- 
body a  30-year  extension  and  a  2 -percent 
(interest)  rate  and  no  foreclosures.  Get 
somebody  to  write  that  for  me."  he  said. 

No  one,  however,  has  told  the  FDIC 
anything  recently.  It  has  been  without  a 
chairman  for  more  than  a  year. 

(Andrew  Schneider  ia  assistant  managing 
editor  for  investigations  andPelerA.  Brown 
is  chief  political  correspondent  for  Scripps 
Howard  News  Service.) 


Scripps  Howard  Pholo 

The  FDIC  sold  Minnesota  investor  Doug  Hejs  about  $18  million  worth  of  loans  that  had  already  been  paid  off 
Of  were  not  as  advertised.  Hess  offered  to  settle  for  $60,000  and  an  apology  FDIC  refused  and  ended  up  paying 
more  than  $4  million. 
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Resort  Survived  Nature's  Worst,  but 
Now  Fears  FDIC  Takeover  Means  Doom. 


By  Andrew  Schneider 

Scripps  Howard  News  Service 


HAMPTON  BEACH,  N.H.  -  This 
four-mile  strip  of  New  Hampshire  coast  has 
survived  the  worst  that  nature  has  thrown  its 
way.  But  a  government  agency  which  sud- 
denly became  owner  of  half  the  town's 
businesses  may  succeed  where  hurricanes 
and  nor'easters  failed. 

Northern  New  England's  favorite 
playground  is  in  the  grip  of  the  Federal 
Deposit  Insurance  Corp.  Of  the  318  small 
businesses  in  Hampton  Beach,  FDIC  has  a 
claim  on  158  of  them,  town  leaders  estimate. 

"Half  of  our  business  people  are  living 
with  the  very  real  threat  of  losing  their  busi- 
nesses, their  life's  work.  Many  of  the  re- 
mainder are  waiting  to  see  if  they're  next," 
said  Glenn  French,  president  of  the  Hamp- 
ton Beach  Chamber  of  Commerce. 

The  FDIC  is  the  biggest  private  prop- 
erty owner  on  the  New  Hampshire  coast, 
said  Richard  Bolduc,  a  Hampton  selectman. 
New  England's  version  of  city  council 
member. 

On  a  slow  drive  up  tourist- 
clogged  U.S.  Route  1,  he  notes,  "They've 
got  that  motel ,  that  restaurant  and  that  cloth- 
ing shop  over  there." 

A  block  or  so  later  "FDIC  is  going 
after  the  sports  outlet  and  three  or  four  other 
stores  in  that  liule  shopping  center.  It's  even 
worse  over  on  the  beach." 

Since  1990,  the  FDIC  has  taken  over 
16  failed  New  Hampshire  banks,  including 
five  of  the  state's  largest.  The  FDIC  quickly 
assured  depositors  that  their  money  was 
safe. 


But  then  the  FDIC  turned  its  atten- 
tion to  replenishing  the  insurance  fund  used 
to  pay  off  the  depositors.  The  corporation 
hired  Ohio-based  Banc  One  to  collect  more 
than  $1.3  billion  from  6,000  loans  that  the 
new  owners  of  the  banks  refused  to  take. 
Banc  One  created  a  subsidiary  called  Bonham 
to  do  the  work,  what  they  call  "liquidation  of 
assets." 

To  the  people  of  Hampton,  a  64- 
square-mile  area  encompassing  six  towns, 
those  assets  to  be  liquidated  are  better  known 


as  their  homes,  inns,  shops,  restaurants, 
motels  and  businesses. 

Some  deserve  to  have  their  property 
taken.  There  were  fast-dealing  entrepreneurs 
who  eagerly  took  the  easy  money  banks 
were  offering  and  became  overextended  from 
the  start. 

It  was  those  who  were  making  their 
payments  and  were  current  who  were  most 
stunned  by  government  letters  demanding 
payment  in  full  of  their  loans  on  homes  and 
bus  messes. 


Sace*  Hcwa/d  Plxno 
Multiple  bank  dosing!  and  gulled  real  estate  values  have  given  FDIC  a  claim  on  half  ihe  molels. » 
and  other  small  businesses  m  this  popular  New  Hampshire  rcson  of  Hampton  Beach. 


t.  inns,  restaurants 
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They  were  holding  "performing,  non- 
performing  loans."  FDIC's  contradictory 
label  for  loans  where  the  payments  are  cur- 
rent but  the  value  of  the  property  is  appraised 
at  less  than  the  initial  worth. 

That  label  has  half  the  business 
owners  in  Hampton  wailing  for  a  knock  on 
the  door  from  FDIC's  liquidation  teams. 

In  most  cases,  if  the  borrowers'  old 
bank  had  survived,  it  probably  wouldn't 
have  demanded  full  payment  on  loans  that 
were  being  paid.  But  when  the  banks  failed. 
and  FDIC  walked  in,  that  changed. 

First  the  FDIC  usually  demands  the 
full  amount  of  the  loan.  If  the  owner  can't  do 
that,  the  FDIC  might  offer  a  deal  -  say  two- 
thirds  of  the  loan  amount  If  the  owner  still 
can't  pay  up  or  get  other  financing,  the 
property  gets  sold  to  investors,  sometimes 
for  fraction  of  what  the  original  owner  was 
eager  to  pay. 

Howard  McGee  is  waiting.  He  pub- 
lishes The  Atlantic  News,  the  leading  local 
weekly  newspaper.  His  payments  were  cur- 
rent, not  an  easy  task  when  the  bad  economy 
forced  his  advertising  revenues  down  35 
percent. 

His  house,  valued  at  $265,000  two 
years  ago,  was  just  appraised  at  $160,000 
His  newspaper  office,  worth  $490,000  in 
1987,  is  now  appraised  at  $145,000. 

"They  tell  me  they'll  foreclose  be- 
cause there's  no  equity  in  the  property  any 
more.  The  fact  that  I  was  making  my  pay- 
ments made  absolutely  no  difference  to  the 
FDIC.  Refinance  it  or  lose  it,  they  say,  but 
can't  tell  any  of  us  where  to  find  a  bank  that 
will  make  a  loan  today,"  McGee  said. 

"They  can  take  my  business  any  day 
with  no  notice.  You  try  living  with  that 
hanging  over  your  head." 

Northern  New  Englanders  tend  to 
take  their  debts  seriously. 

To  my  age  group  being  foreclosed 
on  was  viewed  like  committing  adultery.  To 
go  bankrupt,  people  would  almost  die  of 
shame,"  said  state  Sen.  Beverly  Holling- 
wonh,  who  fought  with  the  FDIC  to  save  her 
motel,  a  block  from  the  beach. 

Gloria  Dion  and  her  husband,  Jack, 
both  38.  run  a  small  firm  that  pours  concrete 
foundations.  But  now  the  couple  spends 
most  of  their  time  trying  to  keep  FDIC  from 
grabbing  their  business  while  they  search  for 
a  bank  to  bail  them  out. 

"We'd  never  missed  a  payment,  but 
they  said  the  value  of  the  property  had  less- 

6 


ened  because  of  the  new  appraisal .  All  I  want 
is  a  contract  that,  if  I  keep  making  my  pay- 
ments, the  FDIC  or  Bonham  won '  l  foreclose 
on  me.  They  won't  do  that.  They  won't  give 
me  anything,  including  a  straight  answer," 
Ms.  Dion  said. 

She  echoed  a  common  complaint: 
the  FDIC  is  overly  bureaucratic  and  its  agents 
are  arrogant,  combative  and  unhelpful. 

"We  just  get  shuffled  from  one  loan 
agent  to  another.  We  establish  communica- 
tion with  one  person  and  start  working  it  out 
and  three  months  later  there's  another  per- 
son handling  our  case  asking  for  all  the  same 
financial  papers  all  over  again,"  she  said. 

"I  felt  like  a  criminal  as  I  went  into 
banks  trying  to  get  new  loans. ...  Because  our 
loans  were  held  by  the  FDIC  we  were  viewed 
as  the  scofflaws,  the  criminals." 

Mitch- 
ell Glassman. 
FDIC's  deputy 
director  of 
liquidation, 
says  the  agency 
isn't  respon- 
sible for  the 
problem.  The 
FDIC  "didn't 
create  the  prop- 
erty values,"  he 
said,  "and  we 
did  everything 
that  was  ever 
asked  of  us  in 
New  Hamp- 
shire." 

He  said 
FDIC  has  only 
foreclosed  on 
two  properties 
in  the  Hampton 
area,  but  admits 
that  he's  not 
counting  prop- 
erty that  inves- 
tors who  bought 
the  loans  from 
FDIC  might 
have  seized. 

He  says 
he  understands 
the  frustrations. 
"You 
can't  sit  there 
and  say  this  is  a 
pleasant  task." 


the  senior  liquidator  says. 

"The  real  issue  is  the  emouonai  is- 
sue. You  don't  think  I  feel  it  and  our  people 
feel  it?  We  have  been  trying  very  hard  to  get 
our  people  to  understand  that  this  is  a  diffi- 
cult time  for  everybody,  but  in  particular  the 
people  like  the  widows  and  everybody  else." 
However,  even  those  who  have 
money  to  help  out  some  of  the  businesses  are 
blocked  by  the  FDIC,  said  Ray  Davis,  ex- 
ecutive vice  president  of  the  Hampton  Eco- 
nomic Development  Corp. 

"I  label  FDIC's  actions  terrorist  ac- 
tivity because  they're  trying  to  force  people 
into  giving  up  their  property  or  accept  terms 
they  can't  afford,"  Davis  said. 

His  group,  he  said,  is  willing  to  refi- 
nance some  of  Hampton's  businesses,  but  its 
offers  are  repeatedly  rejected  by  the  FDIC. 


New  Hampshire  suic  Sea.  Beverly  HoUinfworth  owns  a  motel  in  ihc  heart  o/  Hampton 
Beech  and  she  fears  thai  FDICs  management  leaaas  are  destroying  Use  family  image  of 
the  popular  ocean  retort- 
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"We  can  gee  the  financing  10  make  u 
work,  bui  they  don'l  want  any  pan  of  il  The 
arrangements  that  we  can  develop  will  give 
the  FDIC  far,  far,  more  money  than  they  will 
get  out  of  an  auction,  but  they  won't  talk  to 
us,"  Davis  said. 

"If  it's  not  money  they  want,  what  is 
it?  It's  the  taxpayers  who  are  going  to  get 
stuck  paying  the  difference." 

Davis'  group  is  trying  to  help  Sue 
and  Gary  Methot,  who  followed  their  dreams 
home  to  the  coast  to  build  a  hotel.  Their 
dream  slowly  turned  into  a  nightmare,  be- 
cause of  a  disastrous  economy  and  an  ag- 
gressive FDIC. 

The  Methois  -  Sue,  38.  and  Gary,  40, 
both  veterans  of  the  hotel  business  -  returned 
here  in  1985  to  open  the  36-room  Hampton 
Beach  Regal  Inn  on  a  choice  tourist  location 
a  block  from  the  ocean  and  a  block  from 
Hampton  Harbor. 

A  year  later.  Sue  Methot  built  and 
opened  her  own  motel,  the  40-room  Hamp- 
ton Village  Resort,  catering  to  business  trav- 
elers. 

Then  came  the  recession.  Tourism 
dropped  and  the  bottom  fell  out  of  business 
travel.  Last  month,  after  missed  payments,  a 
class  action  suit,  FDIC  threats  and  Chapter 
1 1  bankruptcy,  the  FDIC  took  Sue  Melhots 
motel. 


While  the  Melhots  struggled  to  keep 
up  payments  on  the  Regal  Inn,  FDIC  was 
forcing  the  sale  of  neighboring  hotels  for  25 
cents  on  the  dollar.  FDIC  installed  its  own 
management  teams  to  run  some  of  the  hotels 
it  kept. 

"FDIC  would  put  in  its  management 
people  to  care  for  the  property  but  these 
people  knew  nothing  about  hotels  or  Hamp- 
ton Beach's  customers,"  Sue  Methot  said. 

In  order  to  fill  rooms,  FDIC's  people 
would  halve  the  normal  room  rate.  Signs 
popped  up  along  the  beach  saying  "Rooms 
$49." 

"Any  good  place  had  to  charge  at 
least  $89  or  $99  a  night  just  to  make  enough 
lo  keep  up  the  maintenance  on  the  property, 
but  FDIC  didn't  care.  They  weren't  going  to 
keep  that  property,"  she  said. 

State  senator  Hollingworth  agreed: 
"The  FDIC  managers  filled  the  rooms  with 
eager,  party-seeking  college  kids,  something 
never  done  by  most  of  the  innkeepers  here 
who  fight  to  keep  the  resort's  family  image. 

"We  all  know  that  FDIC  has  its  job  to 
do,  but  the  way  it  doing  it  is  going  destroy 
what's  left  after  they  collect  their  money  and 
those  of  us  who  survive  will  have  to  live  with 
that,"  she  said. 

Other  motel  owners  couldn't  match 
FDIC's  prices  and  their  occupancy  rates 


began  to  fall.  FDIC's  actions  were  being  fell 
by  those  with  no  connection  to  the  agency. 
Meanwhile,  the  Melhots  conunued 
sending  FDIC  all  the  money  they  could  lo 
stave  off  a  takeover  of  their  remaining  hotel. 
"We  mailed  them  money  for  the  taxes; 
sent  them  double  and  triple  monthly  pay- 
ments on  the  loan;a$17,000  insurance  check, 
everything  we  had,"  she  said. 

"And  they  sent  it  back,  saying,  'AH 
or  nothing."' 

It  is  now  a  race  to  see  if  the  economic 
development  agencies  can  get  refinancing 
for  the  Methots  before  FDIC  grabs  the  last 
piece  of  their  dream. 

Paul  Perregaux  is  the  president  of  the 
town's  only  community  bank,  Hampton 
Cooperative,  a  logical  stop  for  those  trying 
to  meet  FDIC's  order  for  refinancing. 
However,  there's  a  catch. 
"As  much  as  I  might  like  to.  under 
FDIC's  new  rules  1  can't  refinance  most  of 
those  loans,"  Perregaux  said. 

Publisher  McGee  said,  "It's  happen- 
ing on  the  coast  of  New  Hampshire  now  but 
the  same  thing  could  happen  next  in  towns 
all  over  the  country." 

(Andrew  Schneider  is  assistant  managing 
editor for  investigations for  Scripps  Howard 
News.) 
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FDIC:  A  Product  of  The  Great  Depression 


The  Federal  Deposit  Insurance 
Corp.  grew  from  the  pain  and  despair  of  the 
nation's  worst  banking  crisis.  In  the  four 
years  following  the  1929  stock  marketcrash. 
9,626  banks,  mostly  small  and  rural,  locked 
their  doors. 

The  bank  failures  were  both  a  cause 
and  effect  of  the  Great  Depression  that  led  to 
the  election  of  Franklin  D.  Roosevelt  as 
president  in  1932. 

Over  the  vigorous  objections  of 
congressional  finance  leaders  and  members 
of  the  banking  community,  FDR  signed  the 
Banking  Act  of  1933  which  created  the 
FDIC. 

Its  purpose,  Roosevelt  said  at  the 
urne.  was  to  "calm  the  fears  and  consterna- 
tion of  panicked  depositors  who  would  rush 
to  withdraw  their  savings  at  a  rumor  or  threat 
of  trouble  and  often  cause  the  doom  of  a 
bank  that  was  in  threat  of  failure." 


The  FDIC  is  an  independent  agency. 
The  president  appoints  the  chairman  and 
Congress  has  oversight  authority,  although, 
until  banks  began  failing  in  large  numbers 
during  the  1980s,  lawmakers  rarely  exer- 
cised that  authority.  In  1991  Congress  greatly 
increased  its  influence  on  the  FDIC  and 
wrote  into  law  what  before  had  been  regula- 
tory guidelines. 

At  first  a  maximum  of  $2,500  of 
depositor's  money  was  covered  by  the 
FDIC's  Bank  Insurance  Fund.  In  1934,  the 
protected  amount  was  raised  to  $5,000.  in 
1 969  to  $20,000;  in  1 974  to  $40,000;  and  in 
1980  to  its  present  level  of  $100,000. 

From  1935  until  the  end  of  1989  the 
insurance  fund  was  capitalized  by  a  levy  of 
8.3  cents  a  year  per  $100  in  savings  and 
checking  accounts. 

In  Jan.  1.  1990,  the  rate  went  to  12 
cents:  in  1991  it  was  raised  to  19.5  cents  and 


again  to  23  cents  in  1992.  This  year  the  rate 
is  23  cents  to  3 1  cents  per  $100  based  on  the 
health  of  the  bank. 

The  Bank  Insurance  Fund  had  a 
surplus  of  $6.8  billion  as  of  June  30  and 
expectations  are  thai  figure  will  be  in  the$10 
billion  range  at  the  end  of  the  year. 

For  most  of  its  history  the  fund  has 
had  what  its  creators  considered  "full 
strength"  _$  1 .25  for  every  $  1 00  in  deposits. 

The  fund's  balance  reached  a  high- 
water  mark  in  1987  _  money  on  hand  minus 
projected  liabilities  _  of  $18.3  billion. 
However,  because  of  the  large  number  of 
bank  failures  in  the  late  1980s  and  early 
1990s,  the  fund  balance  began  to  slip. 

For  the  first  time  ever  the  fund  began 
borrowing  from  the  U.S.  Treasury  in  1991 
and  reacheda  total  of  $15  billion  by  Septem- 
ber 1 992  when  the  FDIC  began  paying  down 
the  debt  It  paid  the  final  $2.5  billion  bal- 
ance, plus  interest,  earlier  this  year. 
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Rancher  Says  FDIC  Threw  Him  to  Wolves 
In  8-year  Battle  to  Save  His  Land. 


By  Andrew  Schneider 
Scripps  Howard  News  Service 

GLENROCK,  Wyo.  -  James  Laird,  a 
leathery  Wyoming  rancher  and  decorated 
World  War  II  veteran,  prided  himself  on 
doing  right  and  playing  by  the  rules  -  until  he 
met  up  with  the  Federal  Deposting  Insur- 
ance Corp. 

"Those  vultures  from  the  FDIC  keep 
up  their  attack  until  all  the  bones  are  picked 
clean,"  says  James  Laird. 

Over  eight  years  ago  the  67-year-old 
rancher  and  his  wife,  Sharon,  received  a 
four-paragraph,  fiU-in-lhe-blank  form  letter 
advising  them  that  the  First  National  Bank 
of  Glenrock  had  been  closed  by  government 
examiners  and  the  FDIC  had  their  loan. 

Years  of  one-sided  negotiation  ended 
with  FDIC  foreclosing  on  Laird's  land, 
auctioning  it  off,  then  buying  it  back  and 
finally,  12  months  later,  selling  it  to  Laird  for 
$20,000  more  than  he  initially  owed. 

Just  70  days  before  the  Lairds  got  the 
greeting  from  FDIC  -  May  13,  1985  -  their 
uny  community  bank  had  loaned  them 
$88,000  to  make  final  payment  on  400  acres 
of  land  in  which  they  had  already  invested 
$300,000. 

"I  didn't  like  the  fact  that  the  govern- 
ment now  had  our  note,  but  it  was  money  we 
owed  and  we  pay  our  debts  and  that's  what 
I  told  the  FDIC,"  says  Laird,  who  has  been 
ranching  for  almost  a  half  century. 

He  wrote  and  asked  for  a  payoff 
figure  -  exactly  how  much  was  owed. 

The  FDIC  response  contained  no 
buyout  Figures.  Instead,  it  requested  "copies 
of  three  years  of  tax  returns  and  a  financial 


statement 

"I  was  willing  to  pay  off  my  loan,  so 
I  couldn't  figure  out  why  they  wanted  the 
financial  information,  but  I  sent  it  anyhow," 
he  says. 

He  would  send  the  same  information 
five  more  times  over  the  years. 

Weeks  turned  into  months  and  months 
into  years  as  the  Lairds  tried  to  give  FDIC 
what  it  wanted. 

"I  couldn't  believe  I  couldn't  talk  to 
someone,  get  someone  to  just  sit  down  and 
discuss  what  was  going  on.  Dealing  with  the 
FDIC  was  always  a  confrontation,  not  two 
people  talking  in  a  businesslike  manner,  but 
a  battle,"  Laird  says. 

Most  of  his  calls  and  letters  went 
unanswered. 

"We'd  get  a  letter  from  a  loan  officer 
or  someone  else  at  FDIC  in  Denver  saying 
they  were  willing  to  settle  if  we  just  did  A,  or 
B  or  C,"  Laird  explains. 

"We'd  answer  their  questions,  give 
them  the  documents  they  wanted  and  then 
months  would  go  by  before  we'd  hear  from 
anyone  and  it  was  never  the  same  person," 
he  says. 

FDIC  documents  reviewed  by  Scripps 
Howard  found  that  Laird's  case  was  handled 
by  no  fewer  than  12  account  officers,  spe- 
cialists-in-charge,  bank  liquidation  special- 
ists, marketing  department  heads  and  law- 
yers. Some  of  those  handling  his  case  quit, 
others  were  reassigned,  still  others  were 
promoted  and  two  went  on  maternity  leave. 

"We  had  a  quite  a  turnover  in  people 
during  our  early  days,"  says  Mitchell  Glass- 
man,  FDIC's  deputy  director  of  liquidation. 
Virtually  every  leuer  began  with  an 


apology  for  the  delay,  but  the  FDIC's  delays 
added  interest  to  what  the  agency  said  the 
Lairds  owed. 

"I  went  for  years  without  getting  a 
straight  answer  from  FDIC  and  when  they 
finally  sent  me  a  payoff  figure  they  added 
thousands  of  dollars  in  interest  charges,  late 
fees  and  legal  bill  on  to  my  loan.  It  was  their 
fault  that  it  took  so  long  to  settle  but  it's  as  if 


Scnppa  Howart  Pho» 
Inn  Uird  has  been  waging  in  eight -year  battle  wilh  the 
FDIC  lo  save  his  land.  The  Glenrock.  Wyo  rancher 
wound  up  paying  thousands  more  than  he  owed  lo  buy 
Die  land  back  form  the  FDIC  only  lo  have  the  agency 
sell  pan  of  it  again. 
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I  was  being  billed  for  the  FDlC's  incompe- 
tence,'' Laird  says. 

Finally,  there  were  signs  of  progress. 
On  July  25.  1989.  account  officer 
Polly  Buster  wrote  Laud  that  the  FDIC  might 
consider  an  offer  of  $100,000. 

But  the  FDIC's  Denver  office  had 
other  plans. 

Two  weeks  after  receiving  Buster's 
offer  to  settle.  Laird  read  in  his  local  news- 
paper that  the  FDIC  planned  to  auction  off 
his  property  the  next  weekend  on  the  steps  of 
the  Converse  County  courthouse. 

There  were  no  takers  at  the  auction, 
so  the  FDIC  bid  on  the  property  and  offered 
itself  $98,000.  An  offer  which,  not  surpris- 
ingly, it  accepted. 

Wyoming  law  permits  farmers  and 
ranchers  who  lose  their  spreads  to  foreclo- 
sure to  buy  them  back  within  a  year,  even 
from  the  FDIC.  And,  on  Aug.  10, 1990,  the 
Lairds  bought  their  property  back  for 
$  107,633.64,  nearly  $20,000  more  than  they 
borrowed  five  years  earlier. 

Thinking  their  five-year  battle  was 
over,  the  Lairds  registered  their  paid-in-full 
title  at  the  Converse  County  clerk's  office. 


To  recoup  some  of  their  significant 
legal  expenses,  the  rancher  and  his  wife  had 
a  title  company  examine  and  approve  the 
validity  of  the  FDIC  sales  agreement,  then 
sold  off  about  200  acres  to  a  couple  of 
university  professors. 

But  peace  was  short  lived. 

Nine  months  after  Laird  had  paid  off 
FDIC,  the  sheriff  was  back,  banging  on  the 
Lairds'  door  and  the  doors  of  the  professors 
who  had  bought  his  property. 

In  a  move  that  FDIC  says  it  can't 
explain  "due  to  privacy  constraints"  the 
agency  sold  Laird's  paid-off  note  to  First 
Southwestern  Financial  Services  in  Utah  for 
pennies  on  the  dollar.  FDIC  listed  the  note's 
value  as  $56,394. 

The  Utah  company  insists  it  has  a 
claim  on  the  Laird  land  and  that  of  the 
professors. 

Neighbors  say  Laird,  a  World  War  II 
paratrooper  with  a  Silver  Star,  is  well  re- 
spected and  slow  to  anger.  FDIC's  latest 
action  may  have  shoved  him  to  his  boiling 
poinL 

"This  lime  the  FDIC  has  gone  too  far, 
they  hurt  my  credibility,"  the  rancher  says. 


"Two  things  you  don't  do  out  in  this 
part  of  the  country  is  sell  someone  a  bad 
horse  or  land  that  you  don't  own.  I  owned 
that  land  when  I  sold  it.  the  title  company 
said  it  was  mine  free  and  clear,  now  I've  got 
another  damn  battle  to  fight,"  Laird  says. 

But  Charles  Lambert  of  First  South- 
western disagrees:  "There  is  a  very  fine  legal 
point  as  to  whether  the  mortgage  was  sull  in 
force  when  it  was  paid  off  and  that  is  the 
issue  that  is  being  litigated  now." 

However,  on  July  27,  after  a  hearing 
on  First  Southwestem's  suit  against  Laird, 
Wyoming  District  Judge  Barton  Voigl  dis- 
missed the  claim  as  invalid. 

Southwestern  is  considering  an  ap- 
peal. 

"I  acted  in  good  faith.  I  played  by  the 
government's  rules  and  FDIC  took  every- 
thing it  could  from  me  and  then  sold  me  to 
the  wolves,"  Laird  says. 

"I've  been  used  and  abused  by  the 
FDIC  and  that  abuse  is  nol  over.'' 

(Andrew  Schneider  is  assistant  managing 
editor  for  investigations/or  Scripps  Howard 
News  Service.) 
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F DIC's  Incompetence,  Confusion, 
Arrogence  Causes  Loss  of  Hundred  of 
Millions  in  Loan  Sales. 


By  Andrew  Schneider 
and  Peter  A.  Brown 

Scripps  Howard  News  Service 

SACO,  Maine  -  The  Federal  De- 
posit InsuranceCorp.  boasts  abouthow  much 
money  it  recovers  from  failed  banks.  But 
FDIC  employees  and  investors  say  incom- 
petence, confusion  and  inflexibility  lose  the 
agency  millions  if  not  billions  of  dollars. 

In  handling  a  $34  million  property  in 
this  tiny  southern  Maine  city,  the  agency 
"gave  away  millions,"  says  Mayor  Mark 
Johnston.  The  property  sold  for  less  than 
half  a  cent  on  the  dollar. 

Saco  Island,  15.5-acres  of  red-brick, 
turn-of-lhe  century  shoe  and  textile  facto- 
ries, was  being  converted  into  condomini- 
ums, retail  stores  and  offices.  But  that  ended 
in  1991  when  the  developer  declared  bank- 
ruptcy and  surrendered  Saco  Island  to  the 
FDIC,  which  had  taken  over  the  three  banks 
where  the  developer  had  loans. 

The  FDIC  said  it  never  took  "for- 
mal" possession  of  Saco  Island. 

"The  developer  turned  the  keys  over 
to  us  and  we  just  became  the  manager  in 
possession,"  said  FDIC  spokesman  David 
Barr. 

During  those  two  years,  town  offi- 
cials and  the  new  purchaser  said,  FDIC's 
management  team  didn't  collect  rents  and 
vacant  condos  weren't  put  on  the  market- 
Maintenance  wasn't  done  and  the  parking 
garage  began  to  crumble. 

While  that  was  happening,  the  FDIC 
refused  to  tell  the  mayor  what  it  was  doing  to 
the  large  hunk  of  his  community. 

"They  didn't  respond  to  tons  of  let- 
ters and  phone  calls,"  said  Mayor  Johnston. 


"  Hell,  we  had  to  file  a  Freedom  of  Informa- 
tion Act  request  to  just  to  get  a  copy  of  the 
sales  agreementand,  damn  it,  we're  a  player 
in  this  game  because  we  put  $1.4  million  of 
public  improvements  into  that  complex.  It 
could  have  been  the  death  of  this  community 
if  that  complex  remained  vacant,  but  FDIC 
didn't  care." 

The  FDIC,  in  a  move  that  still  puzzles 
the  community,  returned  the  property  to  the 
developer  for  $10  plus  a  $900,000  promis- 
sory note. 

On  June  30,  1992,  the  developer  - 
ignoring  the  promissory  note.  FDIC  said  - 
auctioned  Saco  Island  off  for  $110,000  to 


four  local  businessmen  whose  families  had 
worked  in  the  original  mills. 

"We  won,  but  the  full  implications 
of  getting  $34  million  worth  of  property  for 
$  1 10,000  didn'  t  really  hit  us  until  we  went  to 
closing.  We're  still  shaking  our  heads  about 
it,"  said  Barry  Hobbins,  one  of  the  partners. 
Mayor  Johnston  said,  "We  could 
have  gotten  50  times"  more  money.  "But 
FDIC  wanted  to  keep  everything  secret  and 
do  it  their  way  and  the  American  public  were 
the  losers." 

FDIC's  Barr  responded:  "We  made 
a  business  decision  based  on  the  appraisal 
and  we  felt  that  it  was  not  in  the  best  interests 
of  the  FDIC  to  foreclose  on  the  property  and 


Sort**  Howard  Photo 
Mivor  Mark  Johnson,  of  Saco.  Maine,  sayi  he  sul]  can't  belbve  that  FDIC  allowed  a  $34  million  development 
of  old  nulls  in  the  center  of  his  town  ot  be  sold  for  less  than  a  penny  on   the  dollar 
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Lake  over  its  potential  liabilities." 

While  the  half-a-cent-on-the-dollar 
deal  may  have  been  the  biggest  discount  in 
FDIC  history,  investors  who  buy  property 
and  loans  from  the  agency  characterize  its 
actions  as  a  rummage  sale  for  the  rich. 

"FDIC  just  doesn't  know  what  it's 
got  or  what  it's  selling,"  said  New  England 
investor  King  Weinstein. 

"FDIC  is  selling  property  not  at  half 
of  what  it  was  once  worth,  butat  half  of  what 
it's  worth  now.  That's  no  way  for  the  gov- 
ernment to  make  money.  It's  losing  millions 
every  time  it  sells  loans,"  he  said. 

In  Chicago.  Keith  Pound,  who  has 
been  dealing  with  the  FDIC  for  five  years, 
calls  the  agency  a  "Land  of  Oz." 

"People  examining  FDIC  loan  files 
find  uncashed  mortgage  checks.  We  buy 
loans  that  the  FDIC  says  are  non-perform- 
ing, in  default,  but  when  we  contact  the 
borrower  ...  (he)  shows  us  proof  that  he's 
paid  up  or  in  some  cases  has  paid  the  loan 
off.  No  wonder  he's  furious  that  FDIC  sold 
his  house  or  business,"  Pound  said. 

Denver  investor  Charles  Houston 
found  such  a  gift.  He  bought  a  loan  from  the 
FDIC  for  $1,700.  In  the  file  was  an  over- 
looked $98,000  mortgage  for  property  in 
Chicago.  When  contacted  by  Houston,  the 
debtor  quickly  forked  over  $96,000,  money 
FDIC  could  have  gotten. 

"This  is  so  typical,"  said  Houston. 
Investor  Doug  Hess,  now  Minne- 
sota-based, bought  $33  million  worth  of 
loans  from  FDIC  only  to  find  that  $18  mil- 
lion of  them  were  owned  by  someone  else, 
had  been  paid  off  or  weren't  what  the  agency 
said.  After  a  three-year  battle  with  FDIC,  he 
got  his  money  back  and  became  something 
of  a  folk  hero  to  some  in  the  agency  because 
of  his  intensity  and  zeal. 

In  his  book  'Full  Faith  and  Credit," 
former  FDIC  Chairman  William  Seidman 
described  Hess  as  the  "wild-eyed  Wyoming 
man"  who  threatened  to  kill  the  chairman  "if 
we  didn't  straighten  out  misrepresentations 
made  to  him  by  our  salespeople." 

Seidman  claims  that  Hess  had  a  gun 
but,  "after  police  took  him  away,"  the  chair- 
man checked  out  Hess'  charges. 

"To  my  dismay,  his  cause  was  just. 
The  bureaucrats  were  attempting  to  cover 
their  mistakes  by  stonewalling  him.  Perhaps 
the  chairman  should  have  been  shot," 
Seidman  said. 

Seidman  told  Scripps  Howard  in 
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August  that  maybe  Hess  didn't  have  a  gun  or 
threaten  anyone,  but  he  sure  "made  his  pres- 
ence known  and  had  every  nght  to  be  an- 
gry" 

"I  never  threatened  to  kill  anyone, 
but  there  were  a  bunch  of  those  people  who 
should  have  a  ball  bat  taken  to  them,"  Hess 
said. 

To  understand  the  FDIC  bureauc- 
racy, consider  the  experience  of  Chuck 
Trowbridge,  a  former  president  of  the  Den- 
ver Board  of  Realtors. 

He  had  a  $2  million  loan  which  had 
been  paid  down  to  $  1  million  when  the  FDIC 
took  over  his  bank.  The  loan  included  choice 
development  land  between  Boulder  and 
Denver. 

Trowbridge  said  he  tried  for  two 
years  to  get  the  FDIC  to  sign  the  papers 
allowing  him  to  market  the  property.  It  re- 
fused. 

But  this  year  the  FDIC  settled  the 
loan  for  $200,000  out  of  the  total  indebted- 
ness of  $1.3  million. 

"At  every  turn  the  FDIC  was  indeci- 
sive, uncooperative  and  totally  uninformed," 
he  said.  "Those  lots  will  bring  in  $4  million" 
and  the  FDIC  could  have  gotten  all  its  money. 
Ramon  Hernandez,  who  works  in 
FDIC's  Chicago  sales  division,  said  prob- 
lems like  that  stem  from  front-line  people 
lacking  decision-making  authority. 

"With  18  years  experience  in  loan 
approval  and  collection,  the  two  words  that 
I  can't  use  at  FDIC  are  yes  or  no.  'Yes.  I 
accept  the  offer.  No.  I  won't'  The  result  is 
that  it  takes  forever  for  anything  to  be  ac- 
complished." 

The  FDIC  still  doesn't  know  what 
it's  selling,  Hess  said. 

Just  last  month,  two  years  after  FDIC 
bought  back  its  misadvertised  loans  from 
Hess,  its  Denver  office  suggested  Hess  sell 
an  8.5-acre  property  and  a  building  near 
Riverton,  Wyo.,  to  another  investor. 

"I  know  I  don't  own  that  land.  I  gave 
it  back  to  the  fool  FDIC  years  ago  because 
they  had  triple  priced  what  it  was  worth," 
Hess  said. 

One  of  FDIC's  problems  may  be  the 
ailing  heart  of  the  agency's  sales  operation, 
a  nationwide  computer  network  which  offi- 
cials admit  isn't  up  to  the  job. 

An  April  FDIC  internal  memo  said  a 
review  of  the  system  found  "a  high  degree  of 
unreliability"  on  such  key  piecesof  informa- 
tion as  appraised  values,  interest  rates  and 


loan  maturity  dates.  FDIC  personnel  say 
when  they  call  up  a  loan  on  their  screen  they 
know  the  data  is  wrong. 

"I  wouldn't  argue  with  that,"  said 
Mitchell  Classman,  deputy  head  of  the 
FDIC's  liquidation  division.  "We  are  in  the 
midst  of  trying  to  find  a  system  that  can  do  a 
better  job." 

A  June  memo  from  FDIC's  Fran- 
klin. Mass.,  office,  obtained  by  Scripps 
Howard,  said: 

"These  computer  glitches  continue 
to  compound  the  problems  for  the  borrower, 
the  potential  purchaser  and  the  agency.  We 
used  (computer)  data  to  prepare  a  package 
only  to  have  (the  purchaser)  check  it  out  and 
determine  that  18  of  23  assets  had  already 
been  resolved  and  were  not  available." 

Even  with  the  computer  chaos  and 
paperwork  puzzles,  FDIC  insists  it  is  "get- 
ling  top  dollar"  most  of  the  time. 

But,  internal  FDIC  documents  re- 
porting sales  in  12  Western  slates  showed 
from  Jan.  1, 1992,  through  September  1993, 
the  agency  sold  10,389  loans  through  bulk 
sales  for  $76.7  million,  45  percent  of  their 
book  value. 

Scripps  Howard  interviewed  13 
investors  who,  over  the  past  four  years,  have 
purchased  more  than  5,600  loans  from  the 
FDIC.  They  paid  FDIC  an  average  of  31 
cents  on  the  dollar  and  sold  the  same  prop- 
erty and  loans  for  an  average  of  88  cents  on 
the  dollar  -  a  300  percent  profit. 

FDIC's  Classman  said  he  doubts 
those  figures  and  said  that  loans  being  sold 
for  that  price  are  "non-performing  and  are  of 
little  real  value." 

Investors  strongly  disagreed.  "Many 
of  FDIC's  non-performing  loans  are  as  good 
as  gold,"  Pound  said. 

"We  go  back  to  the  people  who  owned 
them  before  FDIC  look  them.  These  people 
aren't  deadbeats.  They  want  to  pay  what 
they  owe  and  keep  their  property." 

Hess  said,  "Hell,  some  of  those  non- 
performing  loans  are  pure  gravy.  That's  all 
that  I  buy  and  if  you're  willing  to  work  with 
people  you  can  make  a  lot  of  money  without 
screwing  the  poor  bastard  that  FDIC  took  it 
from." 

Investors  say  much  of  their  success 
comes  from  a  willingness  to  work  with  the 
borrower. 

"FDIC  decisions  are  done  by  the 
numbers,  a  formula,"  said  Sen.  William 
Cohen,  R-Maine.  "It  has  nothing  to  do  with 
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ihe  responsibility  of  the  family,  iheir  ues  10 
meircommumty,  their  reputation  for  credit." 

"FDIC  simply  looks  at  the  value  of 
the  land  or  property,  sees  it  has  depreciated 
and  considers  it  to  be  non-performing  even 
though  they  (Ihe  borrowers)  were  paying 
and  it  was  performing.  They  say,  'Come  up 
with  the  money  or  we  take  it  over,'  "  he  said. 

Ken  Kendall,  who  worked  as  a  sales 
section  chief  in  FDIC's  Denver  office,  told 
his  supervisors  the  agency  could  get  more 
money  by  working  with  the  people  whose 
loans  it  was  calling. 

"If  we  let  these  people  live  in  their 
homes  rather  than  selling  them  off,  the  FDIC 
will  collect  a  great  deal  more  money  and  we 
won't  be  destroying  the  lives  of  so  many 
people,"  Kendall  said.  "The  FDIC  wins  and 
borrower  wins." 

His  suggestion  was  ignored 

The  most  frequent  complaint  from 
the  more  than  100  borrowers  Scripps  How- 
ard interviewed  was  the  FDIC's  refusal  to 
allow  them  to  continue  making  payments 
until  they  could  find  outside  financing. 


Almost  all  had  FDIC  letters  stress- 
ing the  agency  "is  a  liquidator,  not  a  lender." 
Yet  it  openly  advertises  "financing  avail- 
able" at  auctions  for  investors  to  buy  the 
same  seized  property. 

"Apples  and  oranges,"  said  acting 
FDIC  Chairman  Andrew  Hove  about  the 
apparent  inconsistency. 

In  response  to  a  query  from  Scripps 
Howard,  FDIC  said  it  finances  only  invest- 
ment property  or  residences  worth  more 
than  $500,000. 

FDIC  is  losing  millions  more  by  not 
collecting  rent  it  could  bank. 

In  suburban  Denver,  the  FDIC  lost 
more  than  $800,000  alone.  For  more  than  a 
year  it  never  asked  The  King  Soopers  super- 
market chain  for  the  rent  on  its  Englewood 
store.  The  chain  had  continued  to  pay  a 
Texas  investor  who  owned  the  shopping 
center  but  who  had  defaulted  on  the  loan  to 
the  FDIC. 

FDIC  said  this  rarely  happens  but  an 
audit  earlier  this  year  by  the  General  Ac- 
counting Office  shows  it's  a  widespread 


problem. 

The  GAO  found  that  as  of  June  30. 
1992.  the  FDIC  had  at  leasl4. 181  properties 
securing  delinquent  loans  that  might  be 
producing  income.  It  studied  135  assets  on 
the  FDIC's  books,  and  concluded  that  the 
agency,  more  often  than  not,  failed  to  de- 
mand payment  when  due,  seize  assets  when 
borrowers  defaulted  and  did  not  protect  the 
property  by  paying  the  required  taxes. 

It  is  impossible  to  estimate,  the  GAO 
auditors  said,  how  much  money  the  FDIC 
was  losing.  But  if  the  sample  they  tested  was 
representative,  that  would  mean  $43.4  mil- 
lion was  lost. 

"Losing  money  doesn't  seem  to  make 
a  difference  to  the  FDIC,  just  a  few  million 
here  and  a  billion  or  so  there,  but  that  really 
adds  up,"  said  Hess. 

"You've  got  to  wonder  why  no  one 
in  Washington  seems  to  care  about  it." 

(Andrew  Schneider  is  assistant  managing 
editor  (or  investigations  and  Peter  A.  Brown 
is  chief  political  correspondent  for  Scripps 
Howard  News  Service.) 


Number  of  Banks  Closed,  1986-1993 


SOURCE:  FDIC 


GRAPHIC  BY:  Henry  Payne,  SHJNS 
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When  a  Bank  Fails,  FDIC  Takes  Over 


The  closing  of  a  small-town  Illi- 
nois bank  this  summer  shows  how  the  Fed- 
eral Deposit  Insurance  Corp.  works. 

The  Eagle  Bank  of  Rantoul,  III.,  was 
shut  down  by  the  Office  of  the  Comptroller 
of  the  Currency  on  July  1  at  the  close  of 
business. 

It  re-opened  the  next  day  as  a  branch 
of  the  Busey  Bank,  a  nearby  instituion. 

The  FDIC  arranged  the  sale  of  the 
bank,  immediately  reimbursed  depositors 
for  their  money  up  to  $  100,000  per  account, 
and  oversaw  the  transition. 

The  OCC  ordered  the  bank  closed 
because  of  bad  loans  that  left  it  insolvent. 

Earlier,  on  April  6,  the  OCC  had 
warned  the  bank's  directors  the  bank  would 
be  closed  unless  there  was  a  large  infusion  of 
cash. 


On  April  21.  the  OCC  told  the  FDIC 
that  the  bank  was  likely  to  fail  and  asked  it  to 
begin  arranging  for  the  transfer.  The  FDIC 
immediately  began  researching  the  bank's 
assets  and  liabilities. 

By  May  7  the  FDIC  had  completed 
its  study,  and  on  May  20  convened  a  meeting 
of  banks  interested  in  buying  Eagle  Bank  if 
it  were  to  fail. 

In  all,  five  banks  bid  and  Busey  won 
with  what  the  FDIC  decided  was  the  best 
offer.  Eagle  had  $ 1 7.9  million  in  total  assets, 
mostly  its  outstanding  loans,  but  only 
$380,000  in  actual  equity,  mostly  cash  on 
hand. 

Busey  took  over  all  but  $200,000  of 
Eagle's  loans,  presumed  to  be  the  lowest 
quality  loans  on  the  bank '  s  books.  The  FDIC, 
in  turn,  covered  most  of  the  $17.2  million  in 


deposits  in  Eagle,  with  the  net  result  that  the 
FDIC  paid  Busey  $300,000  out  of  the  Bank 
Insurance  Fund  to  take  over  Eagle  Bank. 

There  were  2,500  deposit  accounts 
at  Eagle.  The  FDIC  completely  reimbursed 
all  of  them  except  for  64  accounts  that  were 
valued  at  more  than  $100,000,  which  is  the 
limit  of  the  FDIC  insurance.  Those  64  ac- 
counts got  their  $100,000  back  plus  80  per- 
cent of  the  value  of  the  count  over  that. 

Harrison  Young,  who  directs  (he 
FDIC  division  that  sells  failed  banks,  said 
the  winning  bid  meant  the  FDIC  spent  $3 
million  less  than  it  would  have,  had  it  been 
forced  to  liquidate  all  the  bank's  loans  itself. 
It  now  is  trying  to  liquidate  the  $200,000  in 
loans  Busey  did  not  want. 

-  Peter  A.  Brown 
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Buyer  of  FDIC  Mortgages  Called 
Saint  by  Widows,  Single  Mothers  and 
Little  Old  Ladies. 


By  Andrew  Schneider 

Scripps  Howard  News  Service 


TYLER,  Minn.  -  Douglas  McArthur 
Hess,  a  47-year-old  ex-Marine,  is  sharp- 
longued,  short-tempered  and  a  self-pro- 
claimed "money-grubbing  investor"  who 
grabs  the  mortgages  of  widows  and  desper- 
ate small-businessmen  every  chance  he  gets. 

But  most  of  this  select  group  of  debt- 
ors cherish  the  man  who  they  say  saved  them 
after  their  banks  failed  in  the  early  '90s  and 
the  Federal  Deposit  Insurance  Corp.  sold  off 
their  mortgages  when  they  couldn't  get  refi- 
nancing. 

Mary  Wilson  had  18  months  of  ter- 
ror until  she  met  Hess. 

First,  her  husband  died  a  slow,  pain- 
ful death  trapped  in  his  wrecked  car  on  a 
rural  Wyoming  road.  Then  the  FDIC  refused 
to  listen  to  her  pleas  for  a  little  more  time  to 
Find  financing  to  save  her  liny  Central 
Wyoming  home  from  seizure. 

She  and  her  young  daughter  were 
left  fending  for  themselves  until  Hess  showed 
up,  she  says. 

"I  was  lucky,  very  lucky,  that  he  was 
the  one  who  bought  my  mortgage,"  says  the 
36-year-old  teacher."  I  met  with  him,  told 
him  I  had  no  money,  but  I  would  take  a 
second  job  as  a  waitress  and  pay  off  the 
$33,000  that  I  owed.  He  said  'Sure,'  then 
told  me  not  to  worry.  "I  sent  Mr.  Hess  what 
I  could  and  after  three  or  four  months  he  sent 
me  my  mortgage  marked 'paid.'  He  gave  me 
my  life  back." 

Hess  plays  it  down. 


"Hell,  it  was  no  big  deal.  What  was  I 
going  to  do?  Make  her  work  two  jobs  for  the 
rest  of  her  life  so  she  could  send  me  her  up 
money  every  month?  That's  no  way  to  treat 
anyone,"  he  says. 

Hess  doesn't  talk  much  about  his 
Santa  Claus  deeds. 


Senas  Howard  Phoio 
Doug  Hess  and  his  investors  have  made  big  money  on 
buying  and  selling  FDIC  property  but  lots  of  widows, 
single  mothers  and  others  whose  loans  Hess  had  bought 
view  him  as  a  hero 


Scripps  Howard  News  Service  only 
learned  of  them  while  examining  Hess' 
profits  on  the  S70  million  to  S80  million 
worth  of  FDIC  property  he  has  purchased 
and  sold. 

He  made  a  good  living  for  himself 
and  his  partners  in  his  small  investment 
group.  The  papers  showed  profits  of  two, 
three  or  four  times  the  average  28  cents  on  a 
dollar  that  he  paid  the  FDIC.  But  anumber  of 
them  were  listed  at  the  price  he  paid  or  less 
or  nothing. 

"Oh,  those  are  just  some  folks  who 
the  FDIC  had  run  ragged  and  needed  a  bit  of 
help,"  he  shrugs. 

A  trip  to  Wyoming  confirmed  that 
Hess  is  one  investor  who  doesn  t  always  put 
profits  firsL 

Jim  Young  runs  a  boot  and  saddle 
shop  in  a  very  small  town  in  the  heart  of 
Wyoming.  The  tiny  community  bank  that 
was  financing  Young's  fledging  venture 
failed.  The  FDIC  ihen  demanded  the  boot- 
maker pay  almosta  quarter  million  dollars  in 
principal  and  interest.  None  of  the  new  banks 
would  refinance  that  amount. 

"This  business  wouldn't  be  here  to- 
day if  Hess  hadn't  been  willing  to  come  in 
and  talk  to  me  man-to-man,"  Young  says. 
Hess  settled  the  loan  for  one-twenu- 
elh  of  what  FDIC  was  demanding. 

"That's  about  all  it  was  really  worth. 
The  town  was  hurting  because  of  the  bank 
closing.  Jim  had  injured  his  back  and  he 
needed  time  to  make  it  work.  I  couldn't  lake 
away  his  livelihood  and  he  had  a  nice  little 
store,"  Hess  says. 

About  200  miles  northwest,  in  Sh- 
eridan. Wyo.,  Dorothy  Wing  was  fighung 
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the  FDIC's  effort  10  seize  her  home. 

"  FDIC  kepi  saying  they  were  going 
to  work  with  me.  You  know,  cut  the  amount 
down,  but  they  never  did."  saysMrs.  Wing.A 
"  They  finally  said  they  were  going  to  sell  off 
our  mortgage  and  they  did  and  the  best  thing 
that  ever  happened  was  when  Doug  Hess 
bought il" 

Hess  sold  her  back  the  house  at  about 
a  quarter  of  what  FDIC  had  listed  as  the  book 
value  of  the  property. 

Thelma  Tate,  72.  of  Gillette,  Wyo., 
also  met  Hess  after  her  encounter  with  the 
FDIC. 

"  I  sent  quite  a  few  payments  in,  but 
that  FDIC  never  did  acknowledge  it  or  take 
it  off  what  I  owed.  Every  time  I  called  to 
check  on  my  payments,  it  was  always  some- 
body else  telling  me  they  didn't  know  what 
I  owed,  always  a  different  person  who'd 
never  heard  of  me,"  says  Mrs.  Tate. 

She  says  she's  a  bit  late  with  her 
payments"  every  now  and  then,  you  know, 
waiting  for  the  check  to  come  in,  but  Doug 
says  he  never  would  kick  me  out  of  my 
home." 

In  addition  to  "being  understanding" 
about  the  occasional  late  payment,  Hess 
sealed  for  a  third  of  what  the  FDIC  was 
asking. 

"  That  Hess  boy  is  just  one  fine  fel- 
low. If  I  had  a  son,  I'd  want  him  to  be  like 
him.  But  don't  cross  him." 

Hess  has  a  temper  with  people  who 
lie  to  him  about  their  ability  to  pay,  and  he 
goes  after  the  full  amount  with  a  vengeance. 

But  the  usual  target  of  Hess'  wrath  is 
the  FDIC. 

"Don't  paint  me  as  some  do-gooder," 
Hess  warns. "  I  make  a  real  good  living  in 
this  investment  business.  But  I'm  not  about 
to  kick  people  out  of  their  homes  because 
they  got  lied  up  with  some  banker  who  was 
a  crook  or  an  FDIC  that  has  no  heart." 

"  FDIC  is  pissing  away  just  millions 
of  dollars  because  they  just  aren't  willing  to 
work  with  these  people.  They  treat  them  as 
criminals  and  don't  try  to  understand  what 
their  lives  are  all  about,"  Hess  says. 

"  If  you  take  away  their  tools,  their 


trucks,  caille,  sheep,  their  buildings,  what 
they  use  to  make  a  living,  like  the  FDIC 
does,  then  they  have  nothing  to  work  with  to 
make  their  payments. 

"  If  you  let  them  keep  what  they've 
got  and  work  with  u,  they  can  buy  it  back 
and,  by  God,  they  are  going  to  make  it.  FDIC 
just  doesn't  understand  this.  It  seemed  to  me 
the  FDIC's  ultimate  goal  was  to  put  them  out 
of  business,"  Hess  says. 

Bob  Fowler,  a  Casper,  Wyo.,  real 
estate  man  and  developer,  watched  Hess  do 
business. 

"Il  was  a  mad  house  around  here 
when  the  banks  failed.  Most  everyone  else 
who'd  bought  these  FDIC  loans  were  going 
for  the  full  amount,  every  penny.  They'd 
communicate  with  the  borrowers  by  mad 
and  through  lawyers.  Hess  did  it  in  person, 
face-to-face.  He  opened  an  office  here  and 
invited  them  in  to  talk  about  what  could  be 
worked  out 

In  the  long  run  Hess  probably  made 
more  money  lhan  the  slick  big-money  guys 
who  were  going  for  the  throat  and  he  helped 
alotofpeoplealongtheway,"  Fowler  says. 
Hess'  beard,  old  blue  jeans,  boots, 
flannel  shirts  and  sense  of  humor  set  him 
apart  from  other  investors.  At  home  in 
Minnesota  he  drives  a  pickup  truck  and  has 
enough  hunting  rifles  and  ammunition  to 
supply  a  busy  terrorist  group. 

His  two  black  labs,  Hannah  and 
Meagen,  romp  freely  around  the  eight-room 
Tyler  Motel  and  Tanning  Salon,  which  is  his 
office  and  home. 

In  his  garage  are  his  "pride  and  joys," 
two  classic  Corvettes,  one  gold,  one  white, 
vintage  1963  and  1981.  The  rafters  and  walls 
of  the  triple-wide  garage  are  covered  with 
deer  heads  and  antlers.  One  wall  is  lined  with 
legal-sized,  metal  filing  cabinets. 

But  his  motel,  adjoining  house,  ga- 
rage and  land  were  enough  collateral  to  raise 
SI  million  he  needed  to  start  buying  loans. 
"  I  don't  want  to  live  in  a  fancy  condo 
in  Florida  where  I  have  to  take  the  keys  out 
of  my  vehicle  and  watch  my  family  all  the 
time.  I  warn  to  hunt  and  fish.  I  want  to  live  a 
simple  lifestyle  and  this  is  it,"  he  says. 


On  his  cluttered  desk  in  his  office, 
which  is  also  the  registrauon  desk  for  the 
moid,  is  a  simple  adding  machine.  Bui  in  a 
nearby  room  his  son  Craig,  23,  sits  amidst  a 
powerful  computer,  a  sophisticated  fax 
machine  and  a  real-time  stock  market  termi- 
nal. 

It's  quite  a  setup  for  a  man  voted  by 
his  high  school  class  "most  likely  not  to 
succeed,"  a  judgment  he  seemed  to  confirm 
when  he  failed  the  real  estate  license  exam 
IS  times. 

"  I  kept  telling  the  examiners  that 
there  were  mistakes  in  the  test  and  they 
finally  passed  me,"  he  says. 

In  mid-80s,  Hess  worked  as  an  auc- 
tioneer of  repossessed  farms. 

"I  did  it  three  times.  Looking  at  those 
families  standing  out  in  their  fields  watching 
me  selling  off  their  homes  and  livelihood 
was  horrible.  I  just  couldn't  do  it  and  my 
career  as  an  auctioneer  ended,"  he  says. 

"  I  started  buying  some  of  the  loan 
packages  that  FDIC  was  selling  and  I  was 
seeing  the  same  kind  of  pain  the  farmers 
suffered,  but  now  it  was  being  inflicted  on  all 
kinds  of  people  all  over  the  place." 

He  eats  lunch  at  the  Siegers  Cafe,  the 
local  diner  where  everyone  carries  their  own 
dishes  to  the  counter  when  they  are  finished. 
Meals  are  accompanied  by  loud 
games  of  "liars '  dice"  with  the  owner  of  the 
place  and  other  patrons  who  sit  together  at  a 
long  table.  The  losers  pick  up  ihe  $3 .50  tab 
for  a  plentiful  roast  beef  dinner  wiih  mash 
potatoes,  carrots,  rolls  and  pudding. 

These  are  the  kind  of  people  that 
Hess  likes  doing  business  with,  and  he  usu- 
ally only  buys  FDIC  loans  from  Wyoming, 
Montana,  the  Dakotas,  Colorado  and  Min- 
nesota 

"  These  people  have  got  the  integrity 
and  honesdy  that  makes  it  fun  to  work  with 
them,"  he  says. 

Hess  says  he  has  abou  had  it  with  the 
FDIC  and  is  trying  to  put  together  $35  mil- 
lion to  buy  a  coal  mine  and  electric  plant  on 
the  Wyoming-Montana  border. 

"  If  I  can  just  keep  the  FDIC  away 
from  it,  it  should  be  a  hoot,"  says  Hess. 
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Other  Government  Agencies  Frustrated 
by  FDIC  Failure  to  Play  by  the  Rule. 


By  Peter  A.  Brown 
and  Andrew  Schneider 

Scripps  Howard  News  Service 

WASHINGTON  -  The  Federal 
Deposit  Insurance  Corp.  takes  seriously  its 
role  as  an  independent  government  agency. 

The  emphasis,  say  dozens  of  federal 
workers  in  other  agencies  who  work  with 
FDIC,  is  on  independent  The  FDIC  does 
what  is  best  for  the  FDIC  and  in  some  cases 
that  action  has  cost  the  American  taxpayer 
millions  of  dollars  in  lost  revenue. 

A  10-month  Scripps  Howard  News 
Service  investigation  discovered  an  agency 
that,  by  law  and  working  within  that  law,  did 
things  its  way  and  its  way  only.  Consider 

•  The  FDIC  declined  to  notify  the 
Internal  Revenue  Service  when  it  forgave 
debts.  No  law  said  it  had  to.  But  the  refusal 
cost  the  U.S.  Treasury  hundreds  of  millions 
of  dollars  in  lost  tax  dollars. 

•  The  FDIC,  after  banks  close,  often 
assumes  loans  backed  by  other  federal  agen- 
cies such  as  the  Small  Business  Administra- 
tion and  Farmers  Home  Administration. 
Officials  in  those  two  agencies  say  FDIC 
refuses  to  allow  them  to  work  out  deals  to 
save  the  loans,  demanding  instead  immedi- 
ate full  payment  from  the  borrowers. 

•  The  FDIC  is  empowered  to  break 
certain  contracts  -even  if  the  FDIC  itself  has 
previously  approved  them  -  if  it  finds  the 
contracts  to  be  "burdensome."  Doing  so, 
however,  has  cost  the  agency  tens  of  mil- 
lions of  dollars  in  damages,  not  to  mention 
huge  legal  fees  defending  its  action. 

"It's  a  disregard  for  figuring  out  what 
is  in  the  public's  interest  and  doing  it,"  said 
Robert  Tobias,  president  of  the  National 
Teasury  Employees  Union  which  represents 
FDIC  workers  and  those  in  18  other  federal 
agencies. 

"I  really  think  the  other  agencies 
with  whom  we  deal  really  work  hard  -  some 


not  so  successful,  some  not  so  well  -  at 
figuring  out  what  is  in  the  public  interest  and 
then  struggling  ever  so  mightily  to  do  iL  I  do 
not  see  that  at  FDIC." 

This  summer.  Congress  stepped  in. 
It  forced  the  FDIC  to  provide  the  IRS  with 
the  information  needed  to  collect  taxes  le- 
gally due  from  Americans  whose  debt  FDIC 
had  forgiven  as  pan  of  a  deal  to  settle  their 
loans.  Tax  law  classifies  forgiven  debt  as 
taxable  income. 

FDIC  Genera]  Counsel  Alfred  JT. 
Byrne  explained  why  the  agency  didn't  do 
so  before  being  forced  by  Congress:  "If  it  is 
not  a  clear  obligation  we  should  not  do  iL 
Why?  It  requires  additional  effort,  probably 
more  bodies  and  paperwork." 

Tom  Short,  the  General  Accounting 
Office  auditor  who  reported  how  costly  this 
policy  had  been  to  the  Treasury,  said  the 
FDIC  "didn't  balk  at  the  idea,  they  just 
weren't  enthusiastic  about  iL" 

The  GAO  audit  found  that  in  1989 
alone  the  IRS  lost  $78  million  because  the 
FDIC  and  the  Resolution  Trust  Corp .  .which 
disposes  of  savings  and  loans,  did  not  tell 
IRS  about  debt  forgiveness  when  they  settled 
with  borrowers. 

The  bill  President  Clinton  signed 
this  summer  requiring  IRS  notification  esti- 
mates that  over  the  next  five  years  the  fed- 
eral Treasury  will  net  $366  million  from  the 
change.  And  this  comes  during  a  period 
when  bank  failures  are  projected  to  decline. 

Compounding  the  problem  was  that 
the  FDIC  policy  tended  to  let  those  with 
money  escape  tax  debts  and  those  without 
money  pay  taxes. 

Debtors  unable  to  work  out  a  deal 
with  the  FDIC  were  foreclosed  upon  and 
found  themselves  with  tax  bills  the  follow- 
ing year.  The  FDIC  did  inform  the  IRS  about 
the  forgiven  debL  So  the  foreclosed  bor- 
rower not  only  lost  the  property,  but  had  to 
pay  lax  on  the  value  of  the  loan  which  ihe 
FDIC  had  written  off,  because  it  was  now 


considered  debt  forgiveness. 

Jerry  Schnabl,  a  loan  officer  in  the 
FDIC's  Irvine,  Calif.,  office,  said,  "The 
people  who  incurred  the  (ax  liability  are 
worker  bees." 

Generally,  the  people  who  can  work 
out  settlements  with  the  FDIC  and  avoid 
foreclosure  are  people  with  money.  "Where 
you  have  a  settlement  you  are  generally 
talking  about  a  businessman  who  has  as- 
sets," Schnabl  said. 

Indeed,  GAO's  Short  said  the  bor- 
rowers whom  the  FDIC  did  not  report  to  the 
IRS  were  not  "small  fries"  but  businessmen 
who  had  the  "ability  to  pay"  taxes  on  the 
forgiven  debt  in  their  FDIC  settlements. 

Schnabl  said  a  transaction  he  was 
handling  in  a  Southwestern  slate  with  a 
major  builder,  "who  walked  away  from  $  1 
million  in  debt  forgiveness,"  illustrated  the 
paradox.  He  said  the  builder  -  who  had  re- 
sources that  would  allow  him  to  pay  taxes  on 
forgivendebt-  would getclosetoa$500,000 
tax  break  because  a  settlement  had  been 
reached. 

One  worker  bee  who  felt  the  sting  is 
AP.B.  Schmidt  of  Com,  Okla.,  who  lost 
most  all  of  his  farm  to  force  losure.  His  home 
was  saved  by  fate  -  there  was  an  under- 
ground diesel  storage  tank  nearby  and  the 
FDIC  didn't  want  the  potential  environ- 
mental liability.  He's  expecting  a  bill  from 
the  IRS  for  the  taxes  on  the  $700,000  in  debt 
forgiveness  for  the  reduced  value  of  the 
property. 

"What  am  I  going  to  pay  with? 
Whenever  I  get  something  they  are  going  to 
take  iL  It's  unfair,  but  what  can  I  do  about 
it?"  he  said.  "I  feel  like  I've  been  through  the 
ringer  twice." 

In  1988,  the  FDIC  opted  to  sell  Texas' 
failed  First  RepublicBank  to  NCNB,  now 
part  of  NationsBank.  The  other  bidder,  Citi- 
corp, offered  less  cash  butdidnotaskforthe 
more  than  $2  billion  in  tax  credits  from  the 
First  RepublicBank  losses  that  NCNB  re- 
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ceived. 

FDIC's  Bank  Insurance  Fund  got  a 
belter  deal  because  of  the  larger  cash  pay 
menL  But  the  taxpayers  lost  close  to  $1 
billion  in  revenues  from  the  taxes  NCNB 
would  have  had  to  pay  from  its  other  profit- 
able operations  were  it  not  able  to  write  them 
off  against  those  losses  it  got  from  First 
RepublicBank. 

"That  is  my  understanding.  The  FDIC 
took  the  lowest  cost  deal  to  the  FDIC,  but  not 
the  lowest  cost  deal  to  the  taxpayers."  said 
William  Isaccs,  who  chaired  the  FDIC  from 
1978-85. 

Following  that  deal,  the  law  was 
changed  and  now  requires  the  FDIC  to  con- 
sider the  impact  on  the  Treasury  when  it 
decides  who  buys  a  failed  bank.  "You 
couldn't  do  that  deal  today,"  said  Harrison 
Young,  who  directs  the  FDIC  division  that 
disposes  of  failed  banks. 

The  FDIC  can  also  ride  roughshod 
over  other  federal  agencies  where  its  inter- 
ests are  at  stake. 

"At  times  our  relationship  with  FDIC 
is  pretty  rotten,"  said  Charles  Henzberg, 
SBA's  associate  administrator  for  financial 
assistance.  "They  would  take  over  the  SBA 
agreements  in  a  bank  they  closed  and  sell  the 
loans  without  our  knowledge  or  consent. 
This  voided  our  guarantee.  The  agreement 
we  have  with  them  said  they  could  not  sell 
those  loans  without  our  consent,  but  they 
did." 

At  stake  was  the  survival  of  hun- 
dreds of  small  businesses  relying  on  the 
loans  FDIC  was  liquidating. 

Henzberg  said,  "The  fact  that  some 
of  these  business  people  were  being  need- 
lessly hurt  and  we  can  often  take  actions  to 
salvage  that  loan  didn't  seem  to  impress  the 
FDIC." 

To  get  FDIC's  attention.  SBA  told 
borrowers  whose  loans  it  had  guaranteed  to 
send  their  payments  directly  to  SB  A  and  not 
to  the  FDIC. 

"This  did  get  their  attention."  ac- 
cording to  Henzberg.  "They  threatened  to 
sue  us.  We  said,  'Go  ahead.  You've  got  the 
same  lawyers  we  do.'  " 

The  two  agencies  signed  a  new  agree- 
ment to  cooperate,  but  SB  A  officials  say  the 
problem  is  still  growing. 

Interviews  and  internal  correspon- 
dence sent  to  SBA's  Washington  headquar- 
ters show  SB  A  officials  from  Connecticut  to 
California  complain ingaboul recurring  FDIC 
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problems. 

"I  understand  the  frustrations  our 
people  are  feeling  with  FDIC  and  we're 
aware  of  some  of  the  problems.  If  these  new 
disputes  continue  and  FDIC  refuses  to  coop- 
erate, we'll  find  some  way  tx>  force  the  issue 
again,"  Henzberg  said. 

The  National  Trust  for  Histonc  Pres- 
ervation is  another  group  that  complains 
about  FDIC's  lack  of  cooperation. 

The  trust,  a  private  group  chartered 
by  Congress  in  1 949  to  ensure  the  survival  of 
the  nation's  histonc  landmarks,  has  fought 
several  long,  and  so  far  unsuccessful,  coun 
battles  with  the  FDIC  in  order  to  preserve 
such  properties  as  the  Dr.  Pepper  building  in 
Dallas  and  Halcyon  Hall,  a  former  luxury 
hotel  and  failed  college,  in  Millbrook,  N.  Y. 

The  National  Historic  Preservation 
Act  orders  federal  agencies  to  do  nothing  to 
adversely  affect  a  historic  site  or  building 
without  evaluating  alternatives  that  would 
preserve  it. 

'The  FDIC  is  absolutely  inflexible 
in  its  refusal  to  abide  by  the  law.  They  fight 
viciously  to  keep  us  from  saving  these  his- 
toric properties."  said  Elizabeth  Merritt,  an 
associate  general  counsel  for  the  oust. 

The  FDIC  says  its  job  is  to  auction 
or  sell  the  property  to  the  highest  bidders  and 
restrictions  which  might  protect  the  prop- 
erty would  lower  the  price,"  Ms.  Merritt 
said. 

Even  in  areas  where  its  sister  organi- 
zation, the  Resolution  Trust  Corporation, 
follows  federal  law,  FDIC  refuses. 

The  RTC  routinely  published  lists  of 
properties  in  its  inventory  which  have  his- 
toric significance.  FDIC  refuses  to  make  this 
information  available. 

"FDIC  argues  that  they're  too  busy 
doing  important  things  lo  lake  ihe  time  needed 
to  abide  by  the  law,"  said  Alex  Acosta,  the 
trust's  assistant  general  counsel.  "Yet,  DOD 
(the  Department  of  Defense)  which  is  re- 
sponsible for  national  security  and  HHS 
(Department  of  Health  and  Human  Serv- 
ices), which  is  answerable  for  public  health, 
and  all  the  other  major  agencies  somehow 
find  the  time  to  follow  the  law." 

The  FDIC  also  sought  to  avoid  hav- 
ing to  file  an  environmental  impact  state- 
ments on  12,500  acres  of  south  Texas  wet- 
lands known  as  Playa  Del  Rio,  but  this 
summer  lost  in  the  U.S.  Coun  of  Appeals 
when  challenged  by  The  Sierra  Club. 

A  law  the  FDIC  does  follow  is  one 


that  gives  the  agency  extraordinary  ability  to 
break  contracts  when  it  takes  over  a  bank. 
That's  what  the  FDIC  decided  to  do  when  ii 
took  over  the  mammoth  Bank  of  New  Eng- 
land in  1991. 

A  year  previously  -  and  with  Ihe 
approval  of  the  FDIC  -  the  bank  sold  its 
entire  credit  card  portfolio  lo  Ciubank  at  a 
premium  of  $180  million  over  the  value  of 
the  money  owed  by  the  card  holders. 

One  reason  for  the  $180  million 
premium  was  that  the  sales  agreement  con- 
tained a  non-compete  clause  giving  Citi- 
bank exclusive  rights  to  those  customers  for 
four  years.  When  the  FDIC  closed  Bank  of 
New  England,  it  terminated  that  agreement 
and  resold  the  credit  card  portfolio. 

This  April  U.S.  Distnct  Judge  Tho- 
mas F.  Hogan  ruled  that  the  FDIC  was  re- 
sponsible for  damages  and  ordered  u  to 
negotiate  with  Citibank  on  how  much  n 
must  pay.  Citibank  claimed  it  was  owed  $28 
million. 

In  another  expensive  decision,  U.S. 
District  Court  Judge  Owen  Panner  ordered 
the  FDIC  to  pay  $27  million  to  a  group  of 
investors  who  were  brought  in  by  govern- 
ment regulators  to  help  save  Oregon '  s  troub- 
led Far  West  Federal  Bank  in  1987. 

As  pan  of  the  deal,  the  investors 
were  promised  in  writing  that  the  require- 
ments for  how  much  capital  was  needed  by 
the  bank  would  remain  in  place  for  10  years. 
even  if  federal  banking  regulations  changed. 
However,  when  the  regulations  did  change. 
the  bank  was  closed. 

"What  the  judge  said  to  the  govern- 
ment is  that  if  you  are  party  to  a  bona  fide 
contract  and  you  have  already  collected 
money  from  the  other  party,  simple  fairness 
requires  you  can't  simply  break  their  con- 
tract and  keep  their  money,"  said  David 
Nierenberg,  the  leader  of  the  victorious 
investor  group. 

FDIC  General  Counsel  Byrne,  asked 
about  Bank  of  New  England  and  Far  West, 
said  the  FDIC  made  what  it  considered  a 
prudent  business  decision  in  the  former  case 
and  was  appealing  the  decision  in  the  second 
one. 


(Peter  A.  Brown  is  chief  political  corre- 
spondent and  Andrew  Schneider  is  assistant 
managing  editor  for  invesugauons  for 
Scripps  Howard  News  Service.) 
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FmHA  Fights  FDIC's  "Callous"  Assault 
on  Farmers  and  Ranchers  With 
Troubled  Loans 


By  Andrew  Schneider 

Scripps  Howard  News  Service 

GREENSBURG, Ind.  -The Federal 
Deposit  Insurance  Corp.  seems  to  have 
strayed  from  its  original  mandate. 

In  1933,  when  he  introduced  the  FDIC 
as  essential  to  pulling  the  nation  out  of  the 
Great  Depression,  President  Franklin 
Roosevelt  said' 

"We,  as  a  government,  will  work 
together  during  this  time  of  financial  strife  to 
ease  the  pain  and  burden  of  our  citizens  ..." 
Interviews  with  dozens  of  field 
workers  and  senior  officials  of  other  govern  - 
ment  agencies  paint  a  picture  of  FDIC  as  an 
organization  that  plays  by  its  own  rules, 
snubs  agreements  with  other  agencies  and 
shrugs  off  the  pain  and  confusion  its  misbe- 
havior causes  for  the  citizens  it  bullies. 

The  Fanners  Home  Administration 
is  a  fellow  agency  of  the  Great  Depression, 
created  in  1935  to  do  for  the  farmers  what 
FDIC  was  doing  for  bank  depositors.  The 
two  agencies  have  fought  particularly  bitter 
battles  because  thousands  of  the  assets  that 
FDIC  is  trying  to  liquidate  are  farms  and 
ranches,  many  with  loans  guaranteed  by 
FmHA. 

"FDIC  doesn't  have  people  who  are 
trained  or  interested  in  dealing  with  people," 
said  Jim  Decker,  FmHA's  supervisor  in 
Casper  Wyo. 

'The  FDIC  is  comfortable  dealing 
with  banks  and  buildings.  When  it  comes  to 
working  with  real  people,  like  farmers  and 
ranchers,  they  can '  t  handle  it  properly.  They 
have  no  idea  what  kind  of  lives  these  people 
live  and  no  interest  in  what  their  problems 
are,  and  it  shows." 

Charles  Shields  agrees.  The  52-year- 
old  hog  farmer  is  fighting  to  keep  the  FDIC 


from  seizing  his  200  acres  in  central  Indiana. 
He  has  been  joined  in  the  battle  by  his  county 
and  state  FmHA  agents. 

In  April  1992,  Shields  got  a  loan 
from  the  Rushville  National  Bank  for 
$462,000  to  pay  off  a  land  contract,  an 
existing  mortgage  and  an  equipment  loan. 
Eight  months  later,  bank  regulators  closed 
the  historic  community  bank.  The  best-se- 
cured loans  were  purchased  by  the  new 
bank,  and  FDIC  took  the  remainder  to  col- 
lect or  sell  off.  One  of  those  belonged  to 
Shields. 

Three  months  after  the  takeover, 
FDIC  wrote  Shields  and  said  it  now  had  his 
loans  and  he  owed  $532,665.  That  included 


two  loans  for  $70,665  that  Shields  said  he 
can  prove  were  paid  off. 

After  months  of  alternately  ignoring 
his  calls  and  demanding  payment,  FDIC  told 
him  to  submit  a  plan  for  repaying  his  loan. 
On  Aug.  30,  Shields  sent  by  fax  to  FDIC's 
Chicago  officea  12-page  plan  for  paying  the 
amount  in  full,  beginning  Jan.  15  when  his 
fattened  hogs  would  go  to  market. 

He  would  then  pay  $3,600  a  month 
until  the  loan  was  repaid.  In  48  hours,  the 
FDIC  answered.  It  refused  his  plan  and 
demanded  full  payment 

FmHA  became  involved  because  it 
guaranteed  75  percent  of  Shields'  loans. 

"We  obviously  have  an  interest  in 


Photo  lo*  Scncps  Howart  by  Paw*  Schnoda* 
Chirks  Sheilds  is  living  lo  keep  FDIC  from  seizing  his  Greensburg.  bid.  hog  faim  and  has  found  an  uneapeclcd 
ally  in  ihe  FmHA  lhal  is  demanding  ihal  FDIC  follow  ihe  niles 

19 


147 


SCRIPPS  HOWARD  NEWS  SERVICE 


FDIC:  PROTECTOR  TURNED  PREDATOR 


helping  Mr.  Shields  if  he  can  work  out  a 
repayment  plan  with  FDIC.  But  we  also 
wanted  to  remind  the  FDIC  that  if  farmers  in 
Indiana,  our  customers,  have  their  loans 
called,  there  are  rules  that  FDIC  will  be 
expected  to  follow,"  said  Brent  Kerns, 
FmHA's  chief  of  fanner  programs  for  Indi- 
ana. 

FmHA  said,  "On  paper,  the  farm 
looks  like  it  could  be  a  viable  operation." 

Shields  didn't  dispute  he  owed  the 
$462,000.  But  FDIC  refused  to  discuss  the 
matter  until  the  farmer  agreed  to  accept 
responsibility  for  the  $70,665  he  said  he  had 
already  paid  off. 

In  Indianapolis,  at  FmHA  state  of- 
fice, pro  gram  chief  Kerns  and  Ann  Eggleaon. 
a  program  supervisor,  tried  to  get  FDIC  to 
meet  face-to-face  to  discuss  the  loan  prob- 
lem as  FmHA  rules  demand. 

"It  took  some  arm  twisting  but  we 
got  FDIC  to  come  down  from  Chicago  and 
play  by  the  rules,"  Kerns  said. 

On  Oct.  5,  an  FDIC  loan  officer,  her 
supervisor  and  a  lawyer  met  for  two  hours 
with  Shields  and  the  FmHA  team.  The  out- 
come of  the  meeting  was  that  Shields  was  to 
submit  another  plan  to  restructure  his  loan  to 
the  FDIC  by  Oct.  29.  The  FDIC  is  to  make  its 
decision  on  whether  to  accept  within  30 
days. 

"It's  up  to  Shields  and  the  FDIC 
now,"  said  Kerns.  "If  they  can't  work  it  out 
and  they  take  his  farm,  then  we  have  to  get 
back  involved  with  FDIC  to  protect  our  loan 
interest." 

While  Shields'  loan  was  for  land  and 
equipment,  most  farmers  and  ranchers  in 
America  have  long  survived  on  lines  of 
credit  -  money  borrowed  each  year  to  buy 
seed  and  fertilizer  or  livestock  and  repaid 
when  the  crops  are  sold  or  the  animals  taken 
to  market. 

When  FDIC  closes  banks,  those  credit 
lines  are  immediately  halted  and  what  has 
already  been  loaned  is  called  due. 

"We  have  the  capability  and  flexibil- 
ity to  do  many  things  to  restructure,  refi- 
nance or  save  some  of  those  loans,  but  we 
can't  do  anything  if  FDIC  doesn't  cooper- 
ate," said  Jim  Root,  FmHA'sdeputy  director 
of  farm  programs  loan  services. 

Mitchell  G  Lassman,  deputy  head  of 
the  FDIC  division  that  handles  failed  bank 


assets,  denied  FDIC  was  at  fault. 

"When  a  bank  fails  we  can't  be  held 
accountable  for  years  of  possible  neglect 
that,  where  possible,  some  of  these  agencies 
should  have  been  intervening  long  before 
FDIC  shows  up,"  he  said. 

Nevertheless,  across  the  country, 
FmHA  supervisors  say  they  are  caught  be- 
tween their  farmers  and  ranchers  and  the 
FDIC. 

"There  is  a  terrible  problem  in  get- 
ting the  FDIC  to  talk  to  us,  to  get  them  to 
discuss  cases  involving  our  loans.  Mean- 
while, we've  got  families  hanging  out,  on 
the  line,  waiting  to  see  what  happens,"  said 
Chuck  Ladner,  FmHA's  Kansas  chief  of 
farmer's  programs,  in  Topeka.  "It's  as  if 
FDIC  thinks  that  if  they  don't  talk  to  us  we'll 
go  away." 

In  Lincoln,  Neb.,  FmHA's  Rich  Barta, 
is  still  trying  to  get  FDIC  to  take  action  on 
about  18  farms  and  ranches  from  banks  that 
failed  as  long  as  seven  years  ago.  With  the 
promise  of  FDIC  liquidation  hanging  over 
their  heads,  those  people  can't  make  im- 
provements on  their  operation,  Barta  said. 
"That  diminishes  the  value  of  the 
property.  When  it's  finally  sold,  the  FDIC  is 
going  to  get  a  lot  less  than  they  could  have." 
Back  in  its  Washington  headquar- 
ters, Jim  Radintz,  a  lop  assistant  to  the 
FmHA's  deputy  administrator  for  farmer 
programs,  said  FDIC's  lethargy  in  process- 
ing loans  they've  called  is  costing  millions. 

"They  take  no  action  to  collect  what 
should  be  collected.  They  just  sit  there  and 
do  nothing. ...  It  may  be  a  small  amount  to 
the  FDIC  but  our  studies  show  we're  taking 
about  a  significant  amount  of  money," 
Radintz  says. 

The  amount  of  money  lost  is  difficult 
to  tally,  said  FmHA's  Root,  because  of  all 
the  different  buyers  of  FDIC-held  property 
"but  a  snapshot  of  the  problems  indicates 
that  we  could  be  talking  about  $  1 0  mi  llion  of 
uncollected  or  lost  money." 

"Our  field  people  are  frustrated  be- 
cause they  don't  understand  FDIC's  arro- 
gance and  inflexibility  and  it's  impossible 
for  JoeFarmer  out  there  to  understand  what's 
happening  to  him  and  his  family  so  our 
people  are  caught  in  the  middle,"  Radintz 
said. 

There  is  an  arrogance  in  some  of  the 


FDIC's  acuon  that  is  painful  to  watch,  said 
Stuart  Shelstad,  an  FmHA  senior  specialist 
in  St.  Paul,  Minn. 

"It  becomes  even  more  difficult  to 
understand  when  you  realize  it's  another 
government  agency  treating  people  that  way. 
Government  won't  collapse  if  a  little  com- 
passion is  shown." 

Shelstad  and  other  supervisors  say 
FDIC's  lack  of  compassion  is  most  apparent 
in  (hose  cases  when  a  farmer  is  in  the  midst 
of  the  lengthy  process  of  trying  to  negotiate 
with  FDIC  to  save  the  farm. 

"We  allow  our  people  to  take  living 
and  operating  expenses  out  of  their  farm  or 
ranch.  We  don't  want  to  starve  the  family 
while  they're  working  to  settle  their  prob- 
lems. They  still  have  to  eat,  to  pay  the  bills. 
FDIC  doesn't  see  it  that  way,"  said  Shelstad. 
FDIC's  refusal  to  release  the  crops 
or  livestock  for  sale  during  negotiation  means 
no  one  will  deliver  feed,  fuel  or  fertilizer  to 
those  people,  he  said. 

"There  also  can  be  no  money  to  pay 
for  food,  the  phone  or  light  bill.  The  pain 
inflicted  on  some  of  these  families  is  just 
merciless  at  times,"  Shelstad  said. 

In  Hill  City,  Kan.,  county  FmHA 
supervisor  Vince  Miller  agreed:  'To  sur- 
vive, these  people  need  to  sell  off  their  crops 
and  livestock  so  they  can  pay  their  bills, 
plant  next  year'scrops,  keep  their  lives  going 
until  FDIC  makes  its  mind  up. 

"FDIC  keeps  saying  they're  in  the 
business  of  liquidation  not  making  loans  and 
letting  the  farmers  sell  their  crops  to  survive 
is  the  same  as  making  a  loan." 

FmHA  executive  Radintz  said  even 
bankers  who  are  forced  to  foreclose  on  farm- 
ers show  a  lot  more  compassion  than  the 
FDIC: 

'They  don't  want  the  publicity  of 
farmer  Brown  and  his  family  standing  out  in 
their  fields  starving.  FDIC  apparently  isn't 
worried  about  the  publicity.  They're  going 
to  get  every  dime  they  can  and  that's  just  the 
way  it  is." 

(Andrew  Schneider  is  assistant  managing 
editor  for  investigations  for  Scripps  How- 
ard News  Service.) 
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FDIC  Solution  to  Problem:  Semantics 
and  Use  of  More  Outside  Contractors 


By  Andrew  Schneider 
and  Peter  A.  Brown 

Scripps  Howard  News  Service 

WASHINGTON  -  The  Federal  De- 
posit Insurance  Corp.  is  attempting  to  cure 
its  problems  with  a  name  change  and  a  new 
emphasis  on  using  more  private  debt  collec- 
tors. 

The  result  is  likely  to  stir  more  con- 
troversy. 

Past  use  of  these  outside  contractors 
has  generated  heated  denunciations  of  their 
inefficiency  and  "fiscal  terrorism"  in  deal- 
ing with  the  public. 

The  FDIC  last  month  announced  a 
major  restructuring  of  the  division  that 
handles  the  loans  and  property  it  assumes 
when  a  bank  fails. 

That  division  has  been  the  focus  of  a 
10-month  Scripps  Howard  News  Service 
investigation  that  found  the  agency  did  not 
maximize  its  collections,  while  at  the  same 
time  abusing  borrowers,  many  of  whom 
were  current  in  their  loan  payments. 

The  restructuring  would  close  all  but 
seven  of  the  22  FDIC  liquidation  offices  by 
next  year  and  by  19%  cut  in  half  the  divi- 
sion's 6,600  workforce. 

The  FDIC  also  retitled  the  grimly 
named  Division  of  Liquidation.  Henceforth, 
it  will  be  the  Division  of  Depositor  and  Asset 
Services. 

Aside  from  semantics,  the  real  change 
is  that  the  cuts  in  FDIC  staff  will  force  it  to 
rely  even  more  on  outside  contractors. 

The  contractors  are  companies  -  some 
formed  by  banks  expressly  to  handle  FDIC 
assets  -  that  dispose  of  loans  that  the  agency 


has  taken  over  when  another  bank  fails.  Car, 
boat  and  equipment  loans  are  often  in  their 
portfolios,  as  are  smaller  real  estate  loans. 
One  service  company,  Recoil  Man- 
agement, which  is  handling  6,946  loans 
from  the  failed  Bank  of  New  England  was 
wrongly  foreclosing  on  scores  of  loans  until 
Sens.  William  Cohen,  R-Maine,  and  John 
Kerry,  D-Mass.,  stepped  in.  At  congres- 
sional hearings.  Cohen  called  Recoil's  tac- 
tics "fiscal  terrorism." 

"We  found  out  there  were  one  or  two 
individuals  who  had  that  philosophy.  We 
put  a  stop  to  it,"  said  Mitchell  Glassman, 
deputy  director  of  the  FDIC's  renamed  divi- 
sion. "Over  a  billion  (dollars)  of  those  loans 
were  returned  back  to  the  banking  industry 


FDIC's  most  active  contract  is  with 
Philadelphia-based  Oxford  Financial,  which 
FDIC  hired  to  service  and  collect  payments 
on  64,293  small  installment  loans. 

An  internal  FDIC  report  reviewed 
by  Scripps  Howard  News  Service  showed 
that  Oxford  received  $490,043  as  an  initial 
set  up  fee  and  was  paid  $448,883  a  month  for 
servicing  the  loans. 

A  July  report  to  FDIC  headquarters 
from  a  field  audit  team,  which  was  made 
seven  months  after  regional  managers  re- 
ported problems  to  Washington,  said: 
"Oxford  still  appears  to  have  significant 
deficiencies  in  the  number  of  people  and  the 
organizational  structure  assigned  to  the 
contracted  task." 

"It  is  difficult  to  pin  down  the  precise 
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FDIC.  presence  B  clearly  visible  throughlout  New  England.  "FDIC  SALE"  signs  have  overshadowed  the  "no 
trespassing"  and  "no  vacancy"  signs  thai  dot  the  landscape  and  backroads 

21 


149 


SCRIPPS  HOWARD  NEWS  SERVICE 


FDIC:  PROTECTOR  TURNED  PREDATOR 


/Igures  but  u  appears  that  (Oxford)  may  not 
have  serviced  over  32,000  loans  yet  contin- 
ued to  bill  for  the  contracted  fee,"  the  memo 
said. 

Its  authors  estimated  that  FDIC  was 
billed  S223.360  a  month  for  servicing  the 
uncollected  assets  or  $3350,400  for  the  15- 
month  period. 

When  asked  about  the  trouble  with 
Oxford.  Glassman  said: 

"You  are  on  target-  It  doesn't  make 
sense  to  you,  does  it?  It  doesn't  to  us.  We 
didn't  hire  Oxford  to ...  sit  there  and  take  our 
collections." 

The  auditor's  memo  also  said  that 

the  uncollected  payments   from   the  un- 

serviced  portion  of  the  contract  was 


$9,280,400  a  month  or  $139,200,000  over 
the  15-month  period. 

"At  this  point  just  because  they 
haven't  collected  doesn't  mean  the  loan 
disappears  or  the  loan  may  not  be  uncol- 
lectable,"  Glassman  said. 

When  asked  if  FDIC  was  going  to 
get  its  money  back  from  Oxford  for  services 
it  hadn't  provided,  Glassman  said: 

"If  it  gets  lo  a  point  of  time  where  I 
may  say  to  my  lawyers.  'They  have  cost  us 
and  we  may  want  to  do  something  about  it.' 

Glassman  added,  "They  are  supposed 

to  be  doing  a  good  job,  they  are  supposed  to 

be  handling  this.  But  when  you  are  in  a 

competitive  bidding  process,  some  of  them 

don't  do  such  a  great  job." 


rrTT  Contracting  Costs 


Scripps  Howard's  investigation  found 

numerous  areas  where  FDIC  was 

spending  considerably  more  by  using 

outside  contractors  rather  than  its  own 

staff.  For  example,  the  ratio  of 

expenses  to  collections  was  almost      /        $4.9  Billion 

twice  as  much  for  loans  handled  by     /  Collected 

outside  contractors  than  for  those 

handled  by  the  FDIC  staff.* 


$345  Million 
Spent 


Contractors: 


Figures  are  for  first  seven  months  of  1993 


SOURCE:  FDIC 


GRAPHIC  BY:  Henry  Payne,  SHNS 


In  a  wnoen  followup  three  weeks 
after  an  initial  interview  with  Glassman,  he 
said  that  the  size  of  the  loss  because  of 
Oxford's  actions  "is  not  nearly  on  the  mag- 
nitude alleged"  in  the  auditor's  memo.  But 
he  failed  to  provide  the  actual  amount. 

"Oxford  has  not  been  paid  any  inap- 
propriate service  fees  and  contract  viola- 
tions have  not  been  found,"  he  added. 

"Currently,  although  servicing  has 
room  for  improvement,  Oxford  is  servicing 
current  loans  in  a  more  acceptable  fashion 
and  is  initiating  collection  efforts  on  delin- 
quent loans." 

Union  leaders  object  vigorously  to 
the  agency's  plan  to  rely  even  more  on 
outside  contractors. 

Bob  Tobias,  president  of  the  Na- 
uonal  Treasury  Employees  Union,  which 
represents  FDIC  workers,  said,  "The  work 
that  has  been  contracted  out  could  have  been 
accomplished  inside  at  enormous  savings. 
We  estimate  it  has  cost  FDIC  as  much  as  77 
percent  more  to  contract  services  than  to 
keep  them  in  house." 

Glassman,  in  turn,  said  that  union 
leaders,  worried  that  their  members  will  lose 
jobs  to  outside  contractors,  were  exaggerat- 
ing the  problem. 

He  is  correct  that  the  union  leaders 
are  trying  to  protect  their  members'  jobs,  but 
the  FDIC's  own  figures  bear  out  the  union 
argument 

FDIC's  report  for  the  first  seven 
months  of  this  year  on  expenses  and  collec- 
tions for  the  division  that  disposes  of  failed 
bank  assets  showed  that  it  cost  the  agency 
6.99  cents  in  expenses  for  every  dollar 
brought  in  through  sales  of  loans  and  prop- 
erty by  FDIC  staff.  But  the  same  report 
showed  it  cost  almost  double  that  -  12.4 
cents  on  the  dollar  -  for  contractors  to  dis- 
pose of  assets. 

If  the  contractors  had  collected  their 
accounts  at  the  same  rate  as  the  FDIC  em- 
ployees the  agency  would  have  another  $  1 42 
million  in  its  till  from  that  seven  month 
period. 

FDIC  officials  say  the  disparity  re- 
sults from  contractors  handling  smaller  as- 
sets, which  have  a  higher  cost  of  collection, 
than  the  bigger  assets  handled  by  FDIC 
employees.  Glassman  said  it  would  not  be  an 
efficient  use  of  FDIC  employees'  lime  to 
have  them  work  on  those  assets. 

Moreover,  the  projections  of  bank 
closings  are  down  greatly,  increasing  pres- 
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sure  on  the  agency  to  trim  its  staff  after 
having  its  payroll  increase  more  than  four- 
fold since  1982. 

FDIC's  planned  staff  cuts  are  pro- 
jected to  save  $430  million  annually  over  the 
next  four  years,  but  that  does  not  take  into 
account  the  higher  collection  costs  associ- 
ated with  contracting  out  work. 

The  staff  cuts  will  fall  most  heavily 
on  temporary  workers  who  were  hired  on 
one-year  renewable  contracts.  The  govern- 
ment has  revoked  the  authority  of  agencies 
to  hire  such  employees  beginning  Jan.  1, 
which  leaves  their  status  up  in  the  air. 

However,  there  is  broad  agreement 
that  the  system  of  temporary  employees 
does  not  provide  incentives  for  productivity 
at  FDIC. 


Former  FDIC  Chairman  William 
Seidman  explained:  "Every  person  we  hired 
knew  that  every  asset  they  sold  brought  them 
one  step  closer  to  being  out  of  a  job."  But  he 
defended  the  pracuce  as  required  to  keep 
down  agency  personnel  costs. 

Interviews  with  FDIC  temporary 
workers  found  that  they  live  in  constant 
insecurity.  They  worry  that  if  they  do  any- 
thing that  remotely  rocks  the  boat,  they'll 
lose  their  jobs.  Consequently,  they  don't 
stick  their  necks  out  on  tough  calls. 

Ramon  Hernandez,  4 1 ,  a  father  of 
four  who  works  in  the  FDIC's  Chicago  of- 
fice, said,  "I  learned  years  ago,  don't  do 
anything  wrong.  I  don't  have  to  do  anything 
better.  I  don't  have  to  do  any  good.  I  just 
have  to  not  do  anything  wrong.  We  become 


ineffective.  We're  looking  out  for  ourselves. 
Not  the  corporation  nor  the  public." 

Hernandez  said,  "It  is  interesting  to 
watch  a  new  person  come  into  the  corpora- 
tion. He  is  inspired  and  enthusiastic.  'I  know 
myjobandlcandoitwell.'  Months  later  he 
says  there  are  much  better  ways  to  do  these 
things,  ways  that  are  easier,  where  we  can 
recover  more  money  but  that's  not  the  way  I 
am  going  to  do  it  because  it  will  make  my 
supervisor  unhappy.  Reality  sets  in." 

(Andrew  Schneider  is  assistant  man- 
aging editor  for  investigations  and  Peter  A. 
Brown  is  chief  political  correspondent  for 
Scripps  Howard  News  Service.) 
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FDIC  May  Surpass  the  Pentagon 
When  It  Comes  to  Wasting  Money 


Peter  A.  Brown 
and  Andrew  Schneider 

Scripps  Howard  News  Service 

IRVINE,  Calif.  -  The  Federal  Deposu 
Insurance  Corp.  decided  to  award  a  contract 
to  mow  the  lawn  -  about  tiie  size  of  a  basket- 
ball court  -  and  clean  up  debris  on  a  house  in 
Chino,  Calif.,  that  the  agency  took  over  on 
foreclosure.  Neighborhood  kids  had  been 
doing  it  for  $15  a  pop. 

The  cost  of  the  new  contract  for  one 
mowing?  $315. 

But  an  FDIC  worker  was  so  outraged 
by  the  price  die  payment  was  held  up.  The 
contractor  then  lowered  the  price  -  to  $200. 

And  this  is  not  an  isolated  case. 

"Based  on  what  we've  seen  in  the 
way  the  FDIC  manages  it  affairs,  it's  pretty 
clear  that  this  operation  is  not  being  run  as  a 
business  in  terms  of  controlling  waste,"  said 
Howard  Rhile,  who  head"  the  General 
Accounting  Office  audit  team  that  looked 
into  FDIC.  "If  FDIC  were  a  private  corpora- 
tion it  would  be  out  of  business  by  now. ' ' 

To  get  a  better  grip  on  costs,  FDIC 
last  year  created  an  Office  of  Contracting 
Services  and  look  away  the  right  of  account 
officers  to  use  local  contractors  of  their 
choice. 

In  many  cases  the  new  system  has 
wound  up  costing  more. 

That's  apparently  how  the  lawn- 
mowing  job  ballooned  in  price.  Neighbor- 
hood kids  can't  bid. 

The  FDIC  asked  local  firms  to  bid 
and  apparenUy  $315  was  the  low  offer,  which 
came  from  a  firm  located  near  the  FDIC's 
Irvine  office,  but  an  hour  away  from  the 


property.  Agency  documents  show  the  FDIC 
worker  handling  the  property  suggested  a 
$60  limit.  When  the  contracting  division 
agreed  to  pay  $315,  the  case  officer  balked 
and  the  vendor  lowered  the  price  to  $200  _ 
more  than  three  times  the  original  budget 
and  10  times  the  previous  cost 

A  study  by  the  liquidation  offices  in 
Massacuseus  found  that,  before  the  arrival 
of  the  Office  of  Contracting  Services,  local 
appraisals  on  commercial  property  cost  about 
$2300  each.  Now,  appraisers  under  con  tract 
were  being  brought  in  from  as  far  away  as 
Texas  and  the  appraisals  cost  $4,500  to 
$5,500  each. 

In  Southern  California,  the  FDIC  set 
up  a  satellite  office  in  northern  Los  Angeles 
County,  about  60  miles  from  the  main  office 
in  Irvine.  The  agency  often  opens  a  tempo- 
rary office  for  60  days  to  handle  a  major 
bank  failure. 

But  the  northern  Los  Angeles  County 
office,  opened  in  January  1992,  will  stay  in 
operation  at  least  through  August  1994.  Its 
180  employees  are  handling  about  1,000 
assets  from  three  banks.  It's  costing  FDIC 
about  $4  million  a  year  to  run  the  second 
office  over  and  above  what  it  would  cost  if 
they  were  in  Irvine. 

Most  of  the  employees  in  this  satel- 
lite office  are  from  the  Irvine  office  and  are 
being  given  $130  a  day  per  diem  to  cover 
food  and  housing  at  the  local  Marriott  and 
Hilton  hotels. 

"There  is  absolutely  no  reason"  for 
that  office,  said  Robert  Tobias,  president  of 
the  National  Treasury  Employees  Union, 
which  represents  FDIC  workers.  "It  is  a 
pretty  glaring  example"  of  FDIC  waste. 


The  FDIC  could  have  paid 
moving  expenses  for  the  employees,  at 
anywhere  from  $  1 300  to$10,000  per  worker. 
Instead.FDIC  paid  $35,000  ormore  for  each 
employee  in  per  diem  in  1992  alone. 

FDIC  clerical  workers  temporarily 
detailed  to  the  North  Los  Angeles  office  are 
receiving  almost  twice  as  much  in  per  diem 
as  they  are  in  salary. 

The  FDIC  could  have  saved  addi- 
tional overhead  by  locating  the  office  in  a 
downtown  Los  Angeles  building  where  the 
FDIC  is  already  paying  rent,  from  a  lease  it 
assumed  from  another  federal  agency,  and 
where  its  suites  are  for  the  most  part  vacant. 

The  building,  onetime  home  of  the 
Pacific  Stock  Exchange  with  marble  stair- 
cases and  high  ceilings,  also  houses  law 
firms  and  businesses. 

Mitchell  Glassman,  deputy  head  of 
the  FDIC's  Division  of  Liquidation  which 
established  the  satellite  office,  said  there 
was  not  enough  space  in  the  downtown  Los 
Angeles  office  for  the  large  number  of  per- 
sonnel needed.  Glassman  said  the  decision 
to  open  the  North  LA.  office  was  predicated 
on  the  need  to  have  enough  office  space  "to 
expand  and  contract."  He  said  it  was  also  a 
potential  conflict  of  interest  for  the  FDIC  to 
lease  its  own  property. 

Last  month,  as  part  of  the  FDIC's 
downsizing,  it  announced  the  north  Los 
Angeles  county  office  would  be  closed  next 
year. 

There  were  other  examples  in  South- 
em  California  of  questionable  expenditures, 
most  involving  vendors  who  are  frequent 
recipients  of  FDIC  contracts: 
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•  Funulure:  Metal  storage  bins  meas- 
unng8-inchesby36-inchesby  17-inchesfor 
S163;  executive  chairs  in  the  Irvine  office 
for  more  than  $1,000. 

•  Couriers:  Spending  $35.28  to  send 
a  one-pound  package  from  FDIC's  office  in 
Irvine  to  Laguna  Beach  when  normal  deliv- 
ery price  (according  to  a  check  with  the  same 
courier)  was  $9.50  to  $23  depending  on 
speed  required;  and  $122.25  to  deliver  a 
one-pound  package  from  Irvine  to  San  Di- 
ego, roughly  100  miles,  when  the  public  rate 
for  the  overnight  delivery  was  $29.50. 

•  Locksmith:  The  FDIC  appears  to 
use  the  same  locksmith  for  all  its  work  in 
Southern  California,  even  when  the  job  is 
more  than  100  miles  from  the  firm,  and  pays 
driving  charges  plus  costs  for  shutting  down 
the  locksmith's  office  for  jobs  far  away.  To 
doa  job  in  Cathedral  City,  near  Palm  Springs, 


almost  100  miles  from  the  Irvine  office  of 
the  company,  the  FDIC  was  charged  $345 
above  the  actual  cost  of  doing  the  job  be- 
cause of  the  distance. 

•  Security:  FDIC  is  paying  about  $  1 8 
per  hour  for  security  guards  -  the  equivalent 
of  a  yearly  salary  of  $37,440  -  plus  hotel 
costs  to  house  guards  even  when  they  are 
assigned  to  protect  banks  within  50  miles  of 
their  office. 

•  Forms:  The  Irvine  office  ordered 
80,000  copies  of  the  Uniform  Commercial 
Code  form  needed  to  release  liens  on  prop- 
erty held  in  Arizona  and  New  Mexico,  even 
though  the  office  only  had  3, 000 assets  in  the 
two  states  that  it  could  release;  pricetag: 
$28,000 

And  the  FDIC  has  had  bad  luck. 
Property  from  closed  banks  had  been 
stored  at  a  warehouse  when  the  FDIC  de- 


cided to  terminate  the  lease  and  give  some  ol 
the  material  to  The  Salvation  Army.  The 
property  would  have  cost  more  to  store  than 
it  was  worth. 

On  the  list  were  four  electric  type- 
writers, a  half  dozen  desks,  three  tables,  two 
cabinets,  a  dozen  executive  chairs,  nine  tele- 
phones and  30  calculators. 

But  the  FDIC  supervisor  in  charge 
leftat4  p.m.  when  her  shift  wasover  with  the 
equipment  sitting  on  the  loading  dock.  The 
next  day  southern  California  had  some  of  its 
worst  rains  on  record  and  the  equipment  was 
ruined. 

(Peter  A.  Brown  is  chief  political  corre- 
spondent and  Andrew  Schneider  is  assistant 
managing  editor  for  investigations  for 
Scripps  Howard  News  Service! 
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Being  a  Bank  Directory  Once  An  Honor, 
Is  Now  Hazardous  Duty. 


By  Peter  A.  Brown 
and  Andrew  Schneider 

Scripps  Howard  News  Service 

Dr.  Jimmy  Spivey  was  honored  when 
invited  to  join  the  board  of  his  small-town 
Georgia  bank.  It  meant  he  had  been  recog- 
nized as  a  pillar  of  the  community. 

That  honor  would  ruin  his  reputa- 
tion, cost  him  $100,000  in  legal  fees  and 
humiliate  him  to  the  point  he  moved  to 
another  community. 

The  Federal  Deposit  Insurance  Corp. 
made  him  a  test  case  of  its  powers.  The 
agency  found  a  violation  of  lending  rules 
and  sued  the  directors.  The  federal  courts 
agreed  that  Spivey  could  be  finedeven  though 
he  did  not  personally  profit,  nor  did  his  bank 
fail  nor  did  it  lose  any  money  because  of  the 
violation. 

Because  of  his  case  and  others  like  it, 
bank  directors  are  giving  up  their  posts  for 
fear  of  suffering  the  same  fate. 

Spivey,  51,  now  of  Covington,  Ga., 
is  one  of  thousands  of  bankers,  business- 
men, accountants  and  attorneys  the  FDIC 
has  sued  in  the  last  five  years  to  recover 
taxpayer-insured  money  lost  in  banking  and 
S&L  failures. 

Clearly  many,  such  as  convicted  S&L 
kingpin  Charles  Keating,  were  bad  guys 
who  stole  money  or  incompetents  who 
wasted  iL 

But  a  10-month  Scripps  Howard 
News  Service  investigation  shows  the  gov- 
ernment is  aggressively  suing  bank  directors 
whom  FDIC  investigators  found  have  deep 
pockets. 

"Anyone  who  is  a  director  or  was  a 


director  of  a  failed  institution  who  has  any 
assets  appears  to  be  fair  game.  If  you  see 
some  of  the  cases  brought  by  the  age nc  y ,  y  ou 
really  have  to  wonder  if  there  is  anything 
motivating  the  decision  other  than  trying  to 
shake  down  someone  just  to  collect  some 
money,  to  get  them  to  agree  to  settle  the 
case,"  said  Robert  Clarke,  who  as  U.S. 
comptroller  of  the  currency  from  1985-1992 
oversaw  federally  chartered  banks  and  sat 
on  the  FDIC  board. 

"It  is  hard  to  generalize.  There  are 
some  cases  that  are  legitimate,  but  I  think 
there  has  been  a  tendency  to  bring  an  action 
when  it  is  not  at  all  clear  the  director  engaged 
in  mismanagement." 

"There  is  some  truth  to  that,"  said  Ira 
Parker,  formerly  the  FDIC's  assistant  gen- 
eral counsel  and  the  official  who  ordered 
man  y  of  those  suits.  However,  Parker  doesn '  t 
think  the  abuses  are  as  widespread. 

But  Luther  Hodges,  a  former  under- 
secretary of  Commerce,  says,  "The  FDIC 
puts  all  these  law  firms  on  son  of  a  commis- 
sion basis.  They  are  told  if  they  can  find  a 
case,  bring  iL  They  bill  by  the  hour  and  there 
is  an  incentive  to  go  to  court" 

Hodges  spent  $600,000  in  legal  fees 
to  clear  his  name  in  such  a  suit,  which  the 
government  spent  more  than  $3  million  to 
pursue  and  for  which  it  was  chastised  by  a 
federal  judge. 

U.S.  District  Judge  Royce  Lam  berth, 
in  dismissing  virtually  all  charges  against 
Hodges  and  other  directors  of  the  National 
Bank  of  Washington,  said  the  FDIC  should 
pay  a  penalty  for  filing  16  claims  that  had 
"no  basis  in  fact  or  in  law." 

The  judge  said,  "Their  alleged  mis- 


deeds were  trumpeted  throughout  the  bank- 
ing world  and  made  headline  news  in  the 
Washington,  DC,  areas.  The  stain  of  such 
an  indictment  on  their  reputations  can  never 
be  removed  by  subsequent  court  action." 

Hodges  said,  "I  feel  like  I've  been 
extorted  and  been  used  by  the  government  to 
cover  up  their  own  mistakes." 

Increasingly,  courts  have  been  see- 
ing things  Hodges'  way: 

-  In  Texas  this  year  U.S.  District 
Judge  John  McBryde  called  the  FDIC's 
actions  "outrageous"  and  found  the  agency 
and  its  outside  attorneys  had  acted  to  burden 
defendants  "with  the  costs  of  litigation  (o  the 
end  of  aiding  FDIC  in  its  attempts  to  extract 
an  unwarranted  settlement  payment." 

-  In  New  Orleans  last  fall  the  U.S. 
Court  of  Appeals  scored  the  FDIC  for  what 
"looks  to  us  uncomfortably  like  judicial 
vindictiveness"  in  trying  to  increase  penal- 
ties that  the  court  had  already  ruled  against. 
-  In  McLean,  Va.,  the  FDIC  sued  the 
directors  of  the  McLean  Savings  &  Loan 
Association  for  $15  million.  They  got 
$40,000  from  two  defendants  who  settled, 
butreponedlyspenialmosl$4  million,  mostly 
on  outside  counsel,  before  a  federal  judge 
threw  out  the  case  in  1992. 

-  The  FDIC  lost  a  jury  trial  this 
spring  against  Grant  Thornton,  the  auditing 
firm  of  the  failed  Rooks  County  (Kansas) 
Saving  Association.  The  accountants  had  a 
sizable  malpractice  insurance  policy.  "There 
was  no  fraud,  no  shenanigans,  they  just 
made  loans  that  turned  out  to  be  bad  and  the 
S&L  went  under.  The  only  deep  pocket  was 
the  auditors  and  that  is  who  they  went  after," 
saidGrantThomion  attorney  Ron  Campbell. 
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FDIC  officials  deny  ihey  are  carry- 
ing out  a  vendetta,  saying  ihey  thoroughly 
document  each  case. 

Alfred  J.T.  Byrne,  the  FDIC's  lop 
lawyer,  said,  "We  generally  won't  file  suit 
unless  it's  sound  on  die  merits  first,  facts  and 
law,  and  second  it's  likely  to  be  cost-effec- 
uve,  which  is  to  say  we  expect  two  and  a  half 
dollars  recovered  for  every  dollar  spent." 

The  FDIC  does  that  well  or  better  - 
largely  because  the  vast  majority  of  those 
sued  by  the  FDIC  settle  before  trial,  either 
from  malpractice  insurance  or  from  their 
own  pockets  rather  than  risk  a  cosUy  and 
perhaps  losing  court  fight. 

FDIC  figures  show  that  of  the  110 
such  cases  resolved  in  the  first  half  of  this 
year,  the  agency  recovered  $104.9  million 
and  spent  $43.2  million.  Last  year,  accord- 
ing to  the  FDIC  figures,  the  agency  spent 
$  1 17.5  million  and  270  cases  were  resolved, 
yielding  S610  million. 

Only  a  small  number  of  the  profes- 
sional liability  suits  filed  make  it  into  court, 
and  there  the  FDIC's  record  isn't  as  good. 

Scripps  Howard  asked  the  FDIC  for 
a  comprehensive  list  of  the  verdicts  from 
suits  against  bank  directors,  officers,  attor- 
neys and  accountants.  It  was  given  a  list  that 
showed  the  FDIC  winning  13  of  18  cases, 
but  that  list  omitted  others  the  FDIC  lost 
When  asked  about  the  discrepancy,  FDIC 
officials  said  it  was  not  a  comprehensive  list. 
The  list  provided  by  the  FDIC  showed 
that  of  the  amount  of  money  won  in  cases 
decided  at  trial  -  $90.9  million  -  only  $  1 1 .8 
million  has  been  collected. 

Former  FDIC  attorney  Parker  said 
the  decisions  on  whether  to  bring  roughly  70 
percent  of  the  professional  liability  cases 
were  judgment  calls. 

One  reason,  he  said,  was  the  fear  that 
if  a  suit  was  not  brought,  FDIC  officials 
might  be  called  before  the  Senate  Banking 
Committee  "and  asked  on  C-SPAN  why  you 
didn't  pursue  this  person." 

Parker  said,  "Clearly  the  political 


mindset,  which  has  to  influence  you  as  you 
are  silting  there  making  these  decisions,  is: 
If  it's  a  close  call.  I'm  probably  going  to  sue 
rather  than  not  sue." 

A  survey  by  bank  consultants  Hug- 
gins  A  Associates  found  that  banks  are  now 
having  a  harder  time  attracting  directors  to 
serve  on  their  boards. 

One  in  eight  had  a  director  resign 
because  of  fear  of  personal  liability,  and 
almost  two-thirds  had  either  been  unable  to 
find  a  replacement,  had  decided  not  to  fill  the 
vacancy  or  had  more  difficulty  doing  so  than 
previously. 

Clay  Farha,  34,  was  a  director  of 
Community  Bank  &  Trust  in  Oklahoma  City 
for  four  years  until  October  1992  when  he 
resigned. 

It  was  during  a  bank  loan  committee 
meeting  that  it  hit  him. 

"How  do  I  know  the  FDIC  won't 
come  back  in  10  years  and  question  what  I 
did?  I  was  depending  on  the  accuracy  of  the 
bank  management  documentation.  I've  seen 
the  hell  they've  put  my  dad  (who  is  being 
sued  by  regulators  for  his  actions  as  a  direc- 
tor at  another  financial  institution )  through. 
He  did  what  he  thought  was  right  in  1 984  and 
look  what  happened  to  him.  The  $500  a 
month  I  was  paid  to  be  on  the  board  wasn't 
worth  the  risk  even  though  Community  Bank 
and  Trust  was  very  healthy." 

American  Bankers  Association  Di- 
rector James  McLaughlin  said  a  banker  tra- 
ditionally sought  "the  brighest  and  best  in 
his  community"  as  directors: 

Today  that  individual  says,  'Do  I 
want  to  expose  myself  and  family  to  addi- 
tional liability?  Do  I  want  to  expose  my 
business,  home  and  personal  possessions  to 
liability?'  Increasingly  the  answer  is  no." 

Spivey,  an  orthopedic  surgeon  now 
practicing  in  Warner  Robbins,  Ga.,  wishes 
he  had  said  no  when  the  International  City 
Bank  there  asked  him  to  become  a  director. 
But  at  the  time,  "I  was  flattered  to  be 
asked  to  be  on  the  board.  I  thought  it  was  an 


honor." 

Because  the  bank  was  small,  the 
directors  doubled  as  the  bank's  finance  and 
loan  committees  and  were  paid  about  $25  an 
hour  for  their  efforts. 

A  loan  to  one  of  the  other  directors 
violated  the  rules,  but  the  violation  was 
obsure  enough  to  be  missed  in  FDIC  and 
state  bank  examinations.  The  bank  suffered 
no  loss  as  a  result  of  the  loan  and  the  viola- 
tion was  quickly  corrected  when  finally 
brought  to  the  board's  attention. 

As  admitted  neophytes.  Spivey  and 
the  others  depended  on  the  recommenda- 
tions of  bank  professionals  including  the 
bank  president,  who  was  later  fired. 

When  the  FDIC  threatened  to  sue, 
three  other  directors  quickly  settled,  but 
Spivey  and  the  director  who  had  benefited 
fought  it. 

"I  didn't  see  how  we  could  be  con- 
sidered guilty,"  he  said.  'They  charged  me 
with  what  I  was  told  I  couldn't  be  charged 
with:  listening  to  and  believing  what  the 
bank  officer  told  us.  Because  they  misin- 
formed us  and  didn't  look  after  the  minutiae 
like  they  should  have  I  am  being  punished. 
Maybe  the  bank  officers  weren't  the  best, 
but  that  can't  be  our  fault. 

"It  was  a  tremendous  embarrassment 
to  be  charged  with  things  like  this.  You 
couldn't  believe  this  would  happen  to  you." 

In  the  end,  Spivey  paid  a  $5,000  fine 
after  the  U.S.  Court  of  Appeals  this  spring 
agreed  with  the  FDIC  he  was  liable  even 
though  he  did  not  profit  and  was  acting 
solely  on  the  basis  of  professional  advice. 
Having  run  up  more  than  $100,000  in  legal 
bills  Spivey  decided  he  couldn't  afford  the 
additional  $50,000  or  more  required  to  take 
his  case  to  the  Supreme  Court. 

(Peter  A.  Brown  is  chief  political  corre- 
spondent and  Andrew  Schneider  is  assistant 
managing  editor  for  investigations  for 
Scripps  Howard  News  Service.) 
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Editorial 
FDIC,  Remember  Who  You  Serve 


Because  its  victims  are  ordinary,  law- 
abiding  citizens,  the  story  of  the  FDIC's  callous- 
ness and  blundering  makes  the  blood  boil. 

The  Federal  Deposit  Insurance  Corp. 
is  a  Depression-era  agency  charged  with  examin- 
ing banks,  insuring  their  deposits  and  disposing 
of  the  assets  of  any  that  fail.  Over  1 ,000  banks  did 
fail  in  the  late  1980s  and  early  1990s,  and  the 
FDIC  expanded  rapidly  and,  it  turns  out,  shod- 
dily.  The  extensive  investigation  by  Andrew 
Schneider  and  Peter  A.  Brown  of  Scripps  How- 
ard News  Service  now  running  in  this  newspaper 
lays  out  a  scorching  indictment  of  the  agency. 

It  is  hard  to  know  whether  to  be  more 
indignant  at  mismanagement  of  money  held  in 
trust  or  mistreatment  of  people,  but  on  balance 
we  choose  the  latter.  Schneider  and  Brown  found 
thousands  of  instances  of  liquidators'  calling  in 
loans  from  borrowers  who  had  never  missed  a 
payment.  Instead  of  working  with  these  reliable 
borrowers  even  in  the  face  of  declining  property 
values,  the  agency  seized  their  businesses  or 
homes. 

Many  complained  of  surly  and  erratic 
treatment  from  the  FDIC,  unanswered  letters, 
documents  lost,  agreements  broken.  Sure,  bad 
things  happen  to  good  people  when  banks  fail, 
but  the  bureaucratic  disarray  depicted  here  from 
interviews  with  hundreds  of  unhappy  borrowers 
shows  a  damning  failure  to  respect  the  legitimate 
concerns  of  clients  who  have  done  nothing  wrong. 

A  deeper  professional  incompetence 
is  the  only  explanation  (short  of  bribery,  not 
intimated  here)  for  the  shocking  frequency  with 
which  the  FDIC  sold  assets  for  dimes  on  the 
dollar  to  buyers  who  promptly  resold  them  for 
profits  of  300  percent  or  more.  Schneider  and 


Brown  estimate  the  FDIC  thus  squandered  hun- 
dreds of  millions  of  dollars. 

Then  there  are  the  losses  from  simple 
bad  management  Lawyers  hired  on  contract 
have  an  interest  in  prolonging,  not  in  settling, 
cases.  With  its  flagrantly  wasteful  purchasing 
practices,  the  FDIC  would  go  out  of  business  if  it 
were  a  private  company. 

Admittedly,  the  Schneider  and  Brown 
series  is  not  about  the  FDIC's  successes,  of 
which  there  presumably  were  many.  And  steps 
have  been  taken  to  correct  a  few  of  the  agency's 
weaknesses.  But  the  disregard  for  the  public, 
abundantly  documented  in  this  report,  is  inexcus- 
able. 

The  solution?  We  heard  something 
recently  about  reinventing  government  -  cutting 
red  tape,  putting  customers  first,  empowering 
public  employees  to  get  results.  If  President 
Clinton  is  serious  about  those  touted  reforms,  he 
should  make  the  FDIC  his  laboratory. 

Instead,  with  strange  insouciance,  two 
administrations  have  left  the  chairmanship  of  the 
FDIC  vacant  for  over  a  year.  A  seasoned  banking 
expert  with  proven  managerial  skills  must  be 
found  at  once  for  the  job  -  and  David  Osborne, 
guru  of  the  movement  to  make  government  user- 
friendly,  should  be  drafted  as  the  new  chairman's 
righthand  man. 

A  larger,  irreducible  truth  is  that  a 
government  bureaucracy,  forced  to  quadruple  its 
payroll  over  10  years  to  take  on  a  complicated, 
sensitive  task  involving  billions  of  dollars,  will, 
to  a  degree,  bungle  it.  Safeguards,  watchdogs, 
'  auditors  are  essential  -  and  a  revitalized  ethic  of 
public  service  and  common  decency  is  urgently 
needed  -  to  minimize  the  inevitable  damage. 
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SCRIPPS  HOWARD  NEWS  SERVICE 


FDIC:  PROTECTOR  TURNED  PREDATOR 


Editorial 


FDIC  Is  Not  Above  The  Law 


Congress  has  become  infamous  for 
exemptingitselffromcivil-rights,  workplace  and 
other  statutes  it  gladly  applies  to  the  rest  of 
America.  But  Congress  members  are  almost 
demure  compared  with  FDIC  bureaucrats,  who 
disregard  inconvenient  laws  with  a  brazen  con- 
tempt. 

As  detailed  in  an  investigative  series 
by  Scripps  Howard  News  Service  reporters  Peter 
A.  Brown  and  Andrew  Schneider,  the  Federal 
Deposit  Insurance  Corp.  has  shown  abysmal 
financial  sense  and  cold  disdain  for  hard-work- 
ing citizens  in  a  pinch  while  liquidating  the  loans 
of  over  1,000  failed  banks  since  the  late  1980s. 
The  results:  squandered  mega-millions  and  ru- 
ined lives.  But  not  only  is  the  FDIC  often  a 
wastrel  and  a  cad.  It  is  also  a  sneering  scofflaw. 
The  National  Historic  Preservation 
Act  obliges  owners  to  do  nothing  to  harm  prop- 
erty rich  in  historic  or  architectural  value  without 
first  looking  for  ways  to  protect  the  property.  In 
attempting  to  sell  off  such  assets,  the  FDIC  has 
simply  flouted  the  act. 

Why  this  pig-headedness?  A  National 
Trust  for  Historic  Preservation  officer  told  Sch- 
neider and  Brown,  "The  FDIC  says  its  job  is  to 
auction  or  sell  the  property  to  the  highest  bidders, 
and  restrictions  which  might  protect  the  property 
would  lower  the  price."  Oddly,  this  high  sense  of 


fiduciary  obligation  was  apparently  snoozing 
when,  for  example,  the  FDIC  sold  assets  at  fire- 
sale  prices  to  speculators  who  immediately  re- 
sold them  for  triple  what  they  paid. 

A  verbal  agreement,  as  Sam  Goldwyn 
said,  isn't  worth  the  paper  it's  written  on.  But  the 
FDIC  is  sometimes  cavalier  about  even  written 
and  duly  notarized  agreements,  somehow  imag- 
ining itself  above  the  norms  of  contract  law. 

In  one  case,  the  FDIC's  welching 
almost  ruined  an  investment  group.  In  coaxing 
the  group  to  rescue  an  Oregon  bank,  the  FDIC 
agreed  to  accept  a  fixed  investment  schedule. 
Later,  the  agency  wanted  bigger  payments.  When 
the  investors  refused,  the  FDIC  shut  the  bank, 
costing  them  millions.  Rightly,  a  federal  judge 
ordered  the  agency  to  pay  full  damages  for  this 
breach  of  contract  (The  FDIC  will  pay  off  in 
other  people's  dollars  -  as  painless  to  it  as  spend- 
ing Monopoly  money.) 

Simple  bureaucratic  inertia  explains 
much  FDIC  waste  and  callousness.  Responsible 
leadership,  plus  tighter  congressional  controls, 
could  make  the  agency  less  of  a  monster.  Per- 
haps, also,  it's  time  to  adjust  the  doctrine  of 
sovereign  immunity  to  allow  civil  actions  against 
government  agents  who  willfully  abuse  their 
authority  -  and  to  ring  up  the  prosecutor  when 
those  abuses  trample  the  law. 
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FDIC:  Protector  Turned  Predator 


For  more  information,  call  Andrew  Schneider  or  Peter  Brown  at 
Scripps  Howard  News  Service  at  202-408-1484. 
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GAO 


United  States 

General  Accounting  Office 

Washington,  D.C.  20548 


Information  Management  and 
Technology  Division 

B-244731 

August  21, 1991 

The  Honorable  L.  William  Seidman 
Chairman,  Federal  Deposit 
Insurance  Corporation 

Dear  Mr.  Seidman: 

This  past  April,  a  private  investor  alleged  to  us  that  one-third  of  the  $33 
million  in  failed  bank  loans  he  purchased  in  1990  from  the  Federal 
Deposit  Insurance  Corporation  (fdic)  had  been  inaccurately  represented. 
In  order  to  assess  his  claim,  we  requested  and  he  provided,  from  the 
total  of  818  loans'  he  purchased  from  fdic's  Denver  Consolidated  Office, 
25  loan  cases2  that  he  believed  best  illustrated  this  inaccuracy.  We 
reviewed  these  25  loans  to  determine  whether  (1)  the  automated  system 
used  to  account  for  the  loans  and  provide  information  to  investors  accu- 
rately reflected  information  stored  in  the  manual  loan  files,  and  (2) 
these  manual  loan  files  were  accurate. 

Because  accurate  information  is  critical  to  the  successful  disposal  of 
failed  banks'  assets,  we  are  providing  you  with  the  results  of  our  work. 
Appendix  1  describes  our  objective,  scope,  and  methodology. 

RpSllltS  in  Rripf  ^^e  mar,a8ement  ar,d  ss^e  °f  assets  by  fdic's  Denver  Consolidated  Office 

appear  to  be  in  a  state  of  neglect  and  disarray.  Of  the  25  loans  reviewed, 
23  had  serious  errors  in  either  the  manual  loan  files  or  automated 
system.  Basic  internal  controls  were  not  in  place  to  ensure  that  the 
manual  and  automated  records  were  properly  updated  to  reflect  the 
actual  status  of  loans.  Consequently,  information  on  23  loans  was  inac- 
curately represented  to  investors,  and  fdic  itself  was  often  unaware  of 
the  actual  condition  of  the  loans. 

Of  the  25  loans  the  Denver  office  offered  for  sale,  5  had  been  fully  paid 
at  least  2  years  before  the  sale.  Six  showed  collateral  that  did  not  exist. 
Four  showed  fdic  as  owning  the  entire  loan,  when  portions  were  actu- 
ally owned  by  other  financial  institutions.  Eight  loans  involved  bor- 
rowers either  in  bankruptcy  or  having  outstanding  court  judgments 


'As  of  July  31,  1991,  FDIC  repurchased  479  loans  with  a  book  value  of  about  $21  million  from  the 
investor 

-For  purposes  of  this  report,  we  have  referred  to  loan  cases  as  loans  Each  case  will  have  only  one 
borrower  but  could  have  more  than  one  loan 
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against  them  for  nonpayment  of  the  loans — facts  not  made  known  to 
investors.  This  means  that  collection  was  riskier  than  represented. 

These  serious  errors  raise  concern  as  to  whether  the  Denver  office  can 
effectively  fulfill  an  important  fdic  mission  objective:  selling  assets. 
Moreover,  since  fdic's  Inspector  General  found  similar  problems  at  eight 
other  consolidated  offices  in  1990  and  1991,  fdic's  asset  disposal  pro- 
gram may  be  at  jeopardy  because  reliable  asset  information  may  not  be 
available  for  the  efficient  and  effective  disposal  of  assets. 

Decisive  action  is  needed  immediately.  We  are  making  a  number  of  rec- 
ommendations designed  to  correct  the  Denver  problems,  and  determine 
the  extent  of  these  problems  throughout  fdic  and  the  action  needed  to 
correct  them. 
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GAO 


United  States 

General  Accounting  OBlce 

Washington,  D.C.  20548 

General  Government  Division 

B-248901 
July  7,  1992 


The  Honorable  Donald  W.  Riegle,  Jr. 
Chairman,  Committee  on  Banking, 

Housing,  and  Urban  Affairs 
United  States  Senate 

The  Honorable  Henry  B.  Gonzalez 
Chairman,  Committee  on  Banking, 

Finance  and  Urban  Affairs 
House  of  Representatives 


This  report  responds  to  your  respective  February  10,  1992,  and  February  6, 
1992,  letters  asking  us  to  examine  the  Federal  Deposit  Insurance 
Corporation's  (fdic)  resolution  actions  regarding  the  failed  CrossLand 
Savings,  FSB,  of  Brooklyn,  NY.  We  are  responding  to  both  requests  with 
this  report  because  your  separate  requests  concerned  the  same  topic. 

On  January  24,  1992,  the  Office  of  Thrift  Supervision  (errs)  closed 
CrossLand  and  named  fdic  receiver  for  the  failed  bank.  The  fdic  Board  of 
Directors  decided  to  delay  the  final  resolution  of  CrossLand— because  it 
found  the  bids  it  had  received  to  be  more  costly  than  interim  fdic 
control— by  arranging  to  operate  it  under  a  conservatorship  for  an  interim 
period  and  then  offer  it  again  to  the  private  sector.  You  asked  if  this 
decision  met  the  requirements  of  the  Federal  Deposit  Insurance 
Corporation  Improvement  Act  of  1991  (fdicia),1  which  generally  requires 
fdic  to  resolve  a  failed  bank  in  the  manner  that  results  in  the  least  cost  to 
the  deposit  insurance  fund. 


Background  When  a  bank  faUs'  ™c  typically  fulfills  its  deposit  insurance  obligations  by 

taking  one  of  the  following  approaches: 

•  selling  the  failed  bank's  deposits,  certain  other  liabilities,  and  some  or  all 
of  its  assets  to  an  acquirer  (purchase  and  assumption); 

•  selling  only  the  bank's  insured  deposits  and  certain  other  liabilities— but 
none  of  its  assets— to  an  acquirer  (insured  deposit  transfer);  or 

•  directly  paying  depositors  the  insured  amount  of  their  deposits  and 
disposing  of  the  failed  bank's  assets  (deposit  payoff). 


'PubUcUw  102-242(106  Suu  2236,  sec.  141).  Thus  secUon  of  FDICIA  amended  section  13(c)  of  the 
Federal  Deposit  Insurance  Act  (12  U  S.C  A.  1823(c)(Supp  1992)) 
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Under  the  first  two  approaches,  the  acquirer  usually  pays  a  premium  for 
the  portion  of  the  failed  bank  it  acquires.  The  cost  to  fdic  of  the  bank 
failure  is  thus  equal  to  the  amount  of  deposits  and  other  liabilities  assumed 
by  the  acquirer,  minus  any  premium  received  by  fdic  for  the  deposits,  and 
minus  fdic's  share  of  the  net  proceeds  from  disposal  of  the  failed  bank's 
assets.  In  a  deposit  payoff,  fdic  pays  off  the  bank's  insured  deposits  and 
then  disposes  of  the  bank's  assets.  In  this  case,  fdic's  cost  is  the  amount  of 
insured  deposits  paid  out  minus  its  net  recoveries  on  asset  disposition.2 

Before  fdicia,  fdic  was  required  to  resolve  failed  banks  in  a  manner  that 
was  no  more  costly  than  a  deposit  payoff,  fdicia  requires,  in  the  absence  of 
a  determination  of  systemic  risk,  that  fdic  resolve  failed  depository 
institutions  in  the  manner  that  is  the  least  costly  "of  all  possible  methods 
for  meeting  the  Corporation's  obligation  under  this  section."3  fdicia  also 
contains  several  requirements  concerning  the  documentation  of  fdic's 
resolution  decisions. 

fdic  began  the  process  of  resolving  CrossLand  in  April  1991.  After 
marketing  CrossLand  from  August  to  December,  fdic  received  two  bids  for 
the  institution's  deposits  in  December  1991.  The  Board  rejected  these  bids 
as  being  more  costly  than  taking  interim  control  of  the  bank.  On  January 
24,  1992,  CrossLand  was  closed  and  placed  into  conservatorship. 
Appendix  I  provides  a  brief  chronology  of  the  CrossLand  resolution  up  to 
the  appointment  of  the  conservator. 

When  it  was  placed  into  conservatorship,  CrossLand  was  the  sixth,  and 
largest,  failure  faced  by  fdic  since  fdicia  became  law  on  December  19, 
1991.  It  was  a  federal  savings  bank,  chartered  and  supervised  by  ots.  As  is 
the  case  with  several  hundred  savings  banks  in  the  United  States, 
CrossLand  was  insured  by  the  Bank  Insurance  Fund  (bif),  which  is 
managed  by  fdic.  When  it  was  closed,  CrossLand  and  its  numerous 
subsidiaries  had,  at  book  value,  about  $8.7  billion  in  assets.  CrossLand's 
subsidiaries  included  a  mortgage  banking  firm  and  a  savings  and  loan 


*FDlC's  net  proceeds  from  disposing  of  a  failed  bank's  assets  do  not  include  the  portion  of  the 
proceeds  going  to  other  claimants  In  either  an  insured  deposit  transfer  or  a  deposit  payoff,  the 
uninsured  depositors  and  the  general  creditors  of  the  failed  bank  share  the  proceeds  from  asset 
disposition  with  FDIC  In  states  with  depositor  preference  statutes,  depositor  claims  are  satisfied  firsL 

Action  141  The  least -cost  requirement  also  applies  to  the  Resolution  Trust  Corporation  fRTC) 
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insured  by  the  Savings  Association  Insurance  Fund  (saif)4  and  chartered  in 
Utah,  with  branches  in  Utah,  Florida,  and  New  Jersey. 


ReSllltS  ill  Brief  ^  decidin8  uP°n  a  resolution  for  CrossLand,  the  fdic  Board  of  Directors 

accepted  the  Division  of  Resolutions'  (dor)  recommendation  to  undertake 
interim  control  of  CrossLand.  However,  the  Board  did  not  endorse  the 
values  assigned  by  dor  in  the  key  assumptions  made  in  dor's  cost 
evaluations.  Further,  the  Board  did  not  document,  as  required  by  fdicia, 
the  cost  estimates  used  to  arrive  at  its  decision.  Thus,  we  conclude  that 
the  Board's  decision  to  take  interim  control  of  CrossLand  did  not  comply 
with  the  documentation  requirements  in  section  13(c)  of  the  Federal 
Deposit  Insurance  (fdi)  Act,  as  amended  by  fdicia.  Furthermore,  given  the 
absence  of  such  documentation,  we  do  not  know  what  actual  cost 
evaluations  were  used  by  the  Board  in  arriving  at  its  decision;  thus,  we 
cannot  say  on  what  basis  they  believed  this  action  to  be  the  least  costly. 


dor  identified  three  resolution  alternatives  for  CrossLand— a  deposit 
payoff,  an  insured  deposit  transfer,  and  a  two-phase  approach  consisting 
of  interim  fdic  control  of  CrossLand  followed  by  a  final  resolution  in  the 
future.  In  preparation  for  the  fdic  Board's  least-cost  determination,  dor 
presented  the  Board  with  written  analyses  identifying  its  cost  evaluations 
for  each  of  the  resolution  alternatives  and  the  assumptions  underlying  the 
evaluations.  Based  on  the  evaluations  and  assumptions,  dor  concluded 
that  the  interim  control  alternative  would  be  the  least  costly  resolution 
method,  dor's  cost  evaluation  for  the  interim  fdic  control  option  relied 
heavily  on  several  key  assumptions  that  were  based  on  staffs  judgment, 
and  the  values  assigned  to  variables  in  those  assumptions  were  on  the 
optimistic  end  of  a  spectrum  of  possible  values  discussed  by  the  Board. 
The  assumptions  were  not  supported  with  empirical  evidence,  nor  do 
fdic's  records  contain  any  such  supporting  evidence.  There  are  a  sufficient 
number  of  unanswered  questions  about  the  validity  of  the  assumptions  to 
raise  serious  doubts  about  the  savings  to  be  achieved  through  interim  fdic 
control  of  CrossLand. 

In  view  of  these  considerations,  we  have  serious  concerns  about  the 
quality  of  the  decisionmaking  process  used  by  fdic  in  resolving  CrossLand. 
fdicia  requires  fdic  to  determine  which  among  all  resolution  alternatives  is 
the  least  costly.  Without  an  improved  and  more  rigorous  decisionmaking 
process,  it  will  be  difficult  for  fdic  to  meet  this  requirement. 


The  Financial  Institutions  Reform.  Recovery,  and  Enforcement  Act  of  1989  abolished  the  Federal 
Savings  and  Loan  Insurance  Corporation— the  previous  federal  deposit  insurer  for  savings  and 
loans — and  replaced  it  with  SAIF.  which  is  managed  by  FDIC 
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United  States 

General  Accounting  Office 

Washington,  D.C.  20548 

Information  Management  and 
Technology  Division 

B-250691 

February  3,  1993 

The  Honorable  Donald  W.  Riegle,  Jr. 
Chairman,  Committee  on  Banking,  Housing 

and  Urban  Affairs 
United  States  Senate 

Dear  Mr.  Chairman: 

As  you  know,  the  Federal  Deposit  Insurance  Corporation  (fdic)  was 
created  as  part  of  the  Banking  Act  of  1933  to  restore  public  confidence  in 
banks.  While  the  Corporation's  primary  role  is  to  insure  bank  deposits,  it 
also  plays  the  increasingly  critical  role  of  making  payments  to  depositors 
of  failed  banks  and  liquidating  the  assets  of  these  failed  institutions. 

fdic  has  established  specific  operating  requirements  within  its  Division  of 
Liquidation  to  maximize  cash  recovery  on  failed  bank  assets  through  such 
activities  as  sending  demand  notices  to  delinquent  borrowers,  collecting 
income  from  loan  collateral,  and  ensuring  that  accurate  and  complete 
information  on  assets  is  available.  In  August  1991  we  reported  that  basic 
internal  controls  were  not  in  place  to  ensure  that  records  maintained  on 
fdic's  Liquidation  Asset  Management  Information  System  (lamis)  and 
manual  asset  files  were  properly  updated  to  reflect  the  actual  status  of 
loan  assets  at  one  of  the  Division  of  Liquidation's  consolidated  offices.1 
Because  fdic's  operating  requirements  were  established  to  maximize  cash 
recovery  on  assets  nationwide,  we  assessed  (1)  whether  these 
requirements  are  being  followed  for  assets  being  managed  in  three 
consolidated  offices  located  in  three  of  the  four  Division  of  Liquidation 
regional  offices,  and  (2)  whether  records  maintained  in  lamis  and  manual 
asset  files  are  providing  the  information  needed  to  carry  out  and  oversee 
the  Division  of  Liquidation's  required  activities.  At  your  request,  we  are 
providing  you  with  the  results  of  our  assessment.  Details  of  our  objectives, 
scope,  and  methodology  appear  in  appendix  I. 


ReSllltS  ill  Brief  FDICS  °PeraCmg  requirements  to  liquidate  failed  bank  assets  are  not  always 

being  followed.  As  a  result,  fdic  is  not  maximizing  cash  recovery  on  all 
failed  bank  assets.  Foreclosure  requirements  were  not  followed  for  35  of 
135  assets  reviewed,  income  of  about  $1.4  million  being  generated  by 
collateral  on  13  delinquent  loans  was  not  collected,  and  real  estate 
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collateral  valued  at  $79,000  for  one  loan  was  not  adequately  protected, 
resulting  in  its  being  sold  by  a  local  jurisdiction  to  recover  unpaid  taxes. 

Information  on  asset  values  and  status  is  supposed  to  be  maintained  in 
lamis  and  manual  asset  case  files.  However,  this  information  is  incomplete 
and  not  easy  to  retrieve.  Because  lamis  was  not  designed  to  provide  the 
information  needed  to  support  many  of  fdic's  operating  requirements,  the 
information — if  available — is  maintained  in  manual  case  files,  which  are 
kept  on  each  of  the  Corporation's  over  131,000  assets.  Using  these  paper 
files  to  carry  out  and  oversee  the  required  liquidation  activities  is 
burdensome  for  account  officers  and  managers  responsible  for 
maintaining  this  information. 

These  weaknesses  exist  because  effective  information  systems  have  not 
been  developed  to  satisfy  the  Division  of  Liquidation's  operational 
requirements,  fdic  has  contracted  with  a  consultant  to  strengthen  fdic's 
strategic  business  and  information  resources  management  (km)  planning 
processes  to  better  address  corporatewide  systems  requirements. 
Although  this  effort  may  not  specifically  address  the  Division  of 
Liquidation's  requirements,  it  could  be  used  as  the  basis  for  effective 
systems  support. 
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